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LEGISLATIVE HISTORY OF SUBCHAPTER S PROVISIONS
I n i t i a l  S u b c h a p te r S P ro v is io n  and L a te r  Amendments
The S u b c h a p te r S co n cep t was f i r s t  se e n  in  th e  S en a te
v e r s io n  o f  th e  1954 I n te r n a l  Revenue c o d i f i c a t i o n ,  w hich would 
have p e rm itte d  S u b c h a p te r K p a r tn e r s h ip  r e p o r t in g  f o r  a new c o r ­
p o r a t io n  whose s h a re h o ld e r s  were a l l  a c t iv e ly  engaged in  o p e ra t in g  
th e  c o r p o r a t io n ’s b u s in e s s ,  and who would be b a rre d  from p a r t i c i ­
p a t io n  in  t a x - q u a l i f i e d  em ployee r e t i r e m e n t  p l a n s . T h e  S e n a te  
R eport d e s c r ib e d  th e  p u rp o se  o f  th e  a p p l ic a t io n  o f  th e  p a r tn e r s h ip  
r u l e s  to  e l e c t i n g  c o rp o r a t io n s  as to  ’’e l im in a te  th e  in f lu e n c e  o f
th e  F e d e ra l income ta x  in  th e  s e l e c t i o n  o f  th e  form o f  b u s in e s s
o r g a n iz a t io n  which may be most d e s i r a b l e  u n d er th e  c i r c u m s ta n c e s .”
The p r e s e n t  S u b c h a p te r S fram ework s h i f t e d  to  a fo rm at
u n d e r w hich a l l  th e  S u b ch ap te r C c o rp o r a t io n  r u l e s  a p p lie d ,  e x ce p t
as o v e rr id d e n  by S u b c h a p te r S. At l e a s t  one re a so n  f o r  t h i s
s t r u c t u r a l  change was to  p e rm it ’’p a r tn e r s h ip  ty p e ” r e p o r t in g  by
e x i s t i n g  c o r p o r a t io n s .  The p r e s e n t  r u l e s  w ere ad o p ted  l a t e  d u rin g
th e  c o n s id e r a t io n  by C ongress o f  th e  1958 T e c h n ic a l Amendments
A ct, as p a r t  o f  a l e g i s l a t i v e  package d e s ig n ed  to  a s s i s t  sm a ll 
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b u s in e s s  e n t e r p r i s e s .  T h is  l e g i s l a t i v e  a c t io n  was forshadow ed by
s t r o n g  recom m endations in  th e  Ja n u a ry , 1958 P r e s i d e n t i a l  budget
m essage and con tem poraneous r e p o r t  o f  th e  C ab in e t Com m ittee on 
4th e  need  f o r  encouragem ent o f  sm a ll b u s in e s s .
5The S e n a te  Com m ittee R eport s t r e s s e d  th e  d e s i r a b i l i t y  
o f  p e r m i t t in g  a b u s in e s s  e n t e r p r i s e  to  s e l e c t  i t s  form  o f
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o r g a n iz a t io n  w ith o u t  r e g a r d  to  ta x  c o n se q u e n c e s , and s t r e s s e d  th e  
b e n e f i t s  from e l im in a t io n  o f  any f u r t h e r  s h a re h o ld e r  t a x a t io n  
upon d i s t r i b u t i o n  o f  p re v io u s ly  ta x e d  income ( ”PTI” ) . However, 
th e  R eport d id  p ro ceed  to  i d e n t i f y  many a re a s  o f  ta x  c o m p lic a tio n  
w hich p roved  to  be tro u b le so m e .
T hese a re a s  in c lu d e d  d i s q u a l i f i c a t i o n  f o r  a member o f  
an a f f i l i a t e d  g roup , n o n d e d u c t ib i l i ty  o f  in  k in d  d iv id e n d s  from
u n d i s t r ib u t e d  ta x a b le  income ("U T I"), lo s s  o f  PTI s t a t u s  f o r
accum ulated  income a f t e r  a te rm in a t io n  o f  th e  c o rp o r a te  e l e c t i o n ,
absence  o f a ta x  b e n e f i t  r u l e  f o r  s h a re h o ld e r s  as to  unused  c o r ­
p o r a te  l o s s e s ,  th e  b a s is  r e d u c t io n  f o r  s h a re h o ld e r  lo a n s  a f t e r  
c o rp o ra te  l o s s e s  had e x h a u s te d  th e  b a se s  o f  th e  s h a re h o ld e r  s to c k  
in v e s tm e n ts , and th e  n o n d e d u c t ib i l i ty  in  d e te rm in in g  e l e c t i o n  
y e a r  e a rn in g s  and p r o f i t s  o f  ex p en ses which w ere n o n d e d u c tib le  in  
d e te rm in in g  e l e c t i o n  y e a r  ta x a b le  incom e.
The S u b c h a p te r S r u l e s  became e f f e c t i v e  f o r  ta x a b le  
y e a rs  b e g in n in g  a f t e r  December 31, 1957. P ro v is io n s  w ere made 
fo r  an e l e c t i o n  by an e x i s t i n g  c o rp o r a t io n  w hich had ta k e n  th e  
n e c e s s a ry  s te p s  b e fo re  i t s  t a x a b le  y e a r  end to  m eet th e  Subchap­
t e r  S re q u ire m e n ts  r e g a rd in g  s to c k  ow nersh ip  and s h a r e h o ld e r  co n -
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s e n t s ,  on a one tim e  o n ly  b a s i s .
P roblem s w ere soon e n c o u n te re d  in  o p e ra t io n  o f  e l e c t i n g  c o r ­
p o r a t io n s ,  v i z . , th e  te n  s h a r e h o ld e r  number l i m i t a t i o n ,  d e te rm in a tio n  o f 
c u r r e n t  y e a r  e a r n in g s  t o  p e r m it t im e ly  d i s t r i b u t i o n s  t o  s h a r e h o ld e r s ,  
p a s s iv e  in v e s tm e n t r e c e i p t s  l a r g e r  th a n  20 p e rc e n t  o f  t o t a l  r e c e i p t s ,  
ow nersh ip  o f  n o n o p e ra tin g  s u b s i d i a r i e s ,  u t i l i z a t i o n  o f  th e  Subchap­
t e r  S s t r u c t u r e  f o r  ’’one s h o t"  c a p i t a l  g a in  f lo w -th ro u g h  and
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c o l l a p s i b l e  c o rp o r a t io n  av o id a n ce , s h a re  ow nersh ip  by n o n - ta x -
r e p o r t in g  p r i v a t e  t r u s t s ,  c o rp o r a te  lo s s  r e p o r t in g  w here a s h a r e ­
h o ld e r  had d ie d  w ith in  th e  e l e c t i o n  y e a r ,  and a p p l i c a t io n  o f  su b seq u en t 
Code p r o v is io n s  f o r  p r o p r i e to r s h ip  and p a r tn e r s h ip  r e t i r e m e n t
p la n s  and th e  minimum ta x .
C ongress d e a l t  w ith  c e r t a i n  o f  th e  prob lem s by s u c c e s ­
s iv e  amendments to  S u b ch ap te r S. In  1959 a p end ing  b i l l  f o r
c l a r i f i c a t i o n  o f  dependency exem ption  s t a t u s  on a d o p tiv e  c h i ld r e n  
7was s e l e c te d  as th e  v e h ic le .  E le c t in g  c o rp o r a t io n  s to c k  h e ld  by
m a rr ie d  p e rso n s  in  j o i n t  te n a n c y , ten a n cy  by th e  e n t i r e t i e s ,  o r
ten a n cy  in  common, was deemed to  be h e ld  by one s h a re h o ld e r  f o r
th e  number l i m i t a t i o n ,  e f f e c t i v e  f o r  t a x a b le  y e a r s  b e g in n in g  a f t e r
1959. The c o r p o r a t io n  d a i ly  l o s s  f o r  s to c k  owned by a d eceased
s to c k h o ld e r ,  p r o r a te d  to  th e  d a te  o f  d e a th , was made a llo w a b le  on
th e  f i n a l  r e tu r n  o f  th e  d e c e d e n t, r e t r o a c t i v e  to  th e  Septem ber 2,
81958 enac tm en t o f  S u b c h a p te r S. The 1962 Revenue Act th e n  p ro ­
v id e d  a r e t r o a c t i v e  e l e c t i o n  f o r  a l l  S u b c h a p te r S y e a r s  b e g in n in g  
b e fo re  1960, as to  th e  m a rr ie d  sp o u se  s to c k  o w n ersh ip . T h is
m easure  su p p lem en ted  a community p ro p e r ty  s to c k  c o n se n t p r o v is io n  
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which e x p ire d  May 15, 1961, and a n o th e r  m easure  w hich had made
th e  c o r p o r a t io n  lo s s  p a s s - th ro u g h  r e t r o a c t i v e  to  th e  S u b ch ap te r S
e n a c tm e n t.
11
The 1964 Revenue A c t/p e rm it te d  an e l e c t i n g  c o rp o r a t io n  
to  h o ld  s to c k  o f  an i n a c t iv e  s u b s id i a r y ,  e . g . , one o rg a n iz e d  to  
p r o t e c t  a c o r p o r a te  name in  a n o th e r  s t a t e ,  r e t r o a c t i v e  to  ta x a b le  
y e a rs  b e g in n in g  a f t e r  1962, and more im p o r ta n t ly  added th e  f i r s t  
th row back  d iv id e n d  p r o v is io n ,  s p e c i f i c a l l y  one f o r  a lo n g - te rm  
c a p i t a l  g a in , r e t r o a c t i v e  f o r  t a x a b le  y e a rs  b e g in n in g  a f t e r  1957.
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The 1966 A c t ,/d e v o te d  t o  S u b c h a p te r S m a t t e r s ,  made 
im p o rta n t changes t o  th e  S u b c h a p te r S reg im e . The f i r s t  was su b ­
s t i t u t i o n  o f  a g e n e ra l  th row back  d iv id e n d  p r o v is io n  f o r  th e  s p e ­
c i f i c  lo n g - te rm  c a p i t a l  g a in  th ro w b ack , to g e th e r  w ith  a r e t r o a c t i v e  
e l e c t i o n  w here , f o r  p re v io u s  y e a r s ,  th e  c o r p o r a t io n  had  fo llo w e d  
th e  p r a c t i c e  o f  p a y in g  p o s t - y e a r - e n d  d iv id e n d s  in  am ounts p a r a l ­
l e l i n g  th e  c o r p o r a t io n ’s  UTI.
S eco n d ly , th e  1966 Act added th e  c a p i t a l  g a in  ta x  p r o ­
v i s io n  f o r  p r o f i t s  e x ce e d in g  $50 ,000  and e x ce ed in g  50 p e rc e n t  o f  
th e  c u r r e n t  y e a r  ta x a b le  incom e, ta k e n  f o r  a c o r p o r a t io n  w hich 
had n o t been an e l e c t i n g  c o r p o r a t io n  f o r  th e  s h o r t e r  o f  i t s  e x i s ­
te n c e  o r  th e  t h r e e  im m ed ia te ly  p re c e d in g  ta x a b le  y e a r s .  P r o v is io n  
was a ls o  made f o r  re d u c in g  th e  c o r p o r a t io n  UTI (and lo n g - te rm  
c a p i t a l  g a in  p o r t io n  th e r e o f )  f o r  th e  c o r p o r a te  t a x .  T hese p r o ­
v i s io n s  a p p lie d  t o  ta x a b le  y e a r s  b e g in n in g  a f t e r  A p ril 14, 1966, 
e x c lu d in g  t r a n s a c t i o n s  b e fo re  F e b ru a ry  24, 1966.
T h ir d ly ,  th e  1966 Act added th e  de m inim us p a s s iv e  i n ­
v es tm en t income r e c e i p t s  p r o v is io n ,  and changed th e  c a p t io n  f o r  
th e s e  d i s q u a l i f y i n g  r e c e i p t s  from  ’’p e rs o n a l  h o ld in g  company i n ­
come” to  ’’p a s s iv e  in v e s tm e n t incom e” , b o th  e f f e c t i v e  f o r  ta x a b le  
y e a r s  e n d in g  a f t e r  A p ril 14, 1966, w ith  a  r e t r o a c t i v e  e l e c t i o n  
p r o v is io n  to  t a x a b le  y e a r s  b e g in n in g  a f t e r  1962. The de m inim us 
p r o v is io n  added th e  c o n c e p t o f ” f i r s t  t a x a b le  y e a r  in  w hich th e  
c o r p o r a t io n  commenced b u s in e s s ’,' and e s t a b l i s h e d  th e  $ 3 ,0 0 0  s a f e  
h a rb o r  maximum p a s s iv e  in v e s tm e n t incom e am ount. A nother de m in­
imus r u l e ,  e f f e c t i v e  f o r  ta x a b le  y e a r s  en d in g  a T te r
13Ja n u a ry  12, 1971, p ro v id in g  a r e t r o a c t i v e  e l e c t i o n
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f o r  ta x a b le  y e a r s  en d in g  b e fo re  O c to b er 7 , 1970, ex c lu d ed
th e  p r o f i t  from l i q u i d a t i o n  o f  a s u b s id ia r y  in  d e te rm in in g  th e  
d i s q u a l i f y in g  p a s s iv e  in v es tm en t income r e c e i p t s .
The 1969 Tax Reform A ct/im posed  th e  minimum ta x  upon 
ta x  p r e fe re n c e  item s o f  an e l e c t i n g  c o rp o r a t io n .  P ro v is io n  was 
made f o r  r e d u c t io n  o f  UTI, and th e  lo n g - te rm  c a p i t a l  g a in  compo­
n en t th e r e o f ,  by th e  c o rp o r a te  minimum ta x .  In  a d d i t io n ,  th e  
1969 Act added th e  s h a re h o ld e r  em ployee r e s t r i c t i o n  w hich p r e ­
v e n te d  r e t i r e m e n t  p la n  accoun t f o r f e i t u r e  r e a l l o c a t i o n s  to  th e  
acco u n t o f  a s h a r e h o ld e r  owning more th a n  5 p e rc e n t  o f  th e  
e l e c t i n g  c o r p o r a t io n ’s  s to c k .  The Act a ls o  r e q u ir e d  c u r r e n t  
t a x a t io n  to  a s h a r e h o ld e r  em ployee o f  r e t i r e m e n t  p la n  c o n t r ib u ­
t io n s  e x ce ed in g  th e  s m a lle r  o f  $7 ,500  o r  15 p e rc e n t  o f  h is  com­
p e n s a t io n  f o r  th e  r e l a t e d  c o rp o r a t io n  ta x a b le  y e a r ,  i . e . ,  th e  
"Keogh” p la n  l i m i t a t i o n .
15
The 1976 Tax Reform A ct/ad d ed  s e v e r a l  p ro v is io n s  e q u a t­
in g  an e l e c t i n g  c o rp o r a t io n  w ith  a  p a r tn e r s h ip  o r  o th e r  n o n -c o r -  
p o r a te  ta x p a y e r  to  im pose r e s t r i c t i o n s  f o r  such  ta x p a y e r s .  These 
in c lu d e d  th e  " a t  r i s k "  r u l e  l im i t i n g  d e d u c tio n s  to  funds o r  o u ts id e  
p ro p e r ty  com m itted  by th e  ta x p a y e r  o r  i t s  members f o r  f i lm  and 
v id e o  ta p e ,  fa rm in g , equipm ent l e a s i n g ,  and o i l  and gas d r i l l i n g  
a c t i v i t i e s ;  th e  fa rm in g  s y n d ic a te  r e s t r i c t i o n s  on d e d u c t i b i l i t y  
o f  p re p a id  ex p en ses  and p re - p r o d u c t io n  g ro v e , o rc h a rd , o r  v in e y a rd  
a c t i v i t i e s ;  th e  a c c ru a l  a c c o u n tin g  m ethod re q u ire m e n t f o r  l a r g e ,  
n o n -fam ily -o w n ed , fa rm in g  c o r p o r a t io n s ;  th e  c a p i t a l i z a t i o n  and 
income f o r e c a s t  d e p r e c ia t io n  re q u ire m e n t f o r  f i lm , r e c o r d ,  ta p e ,  
o r  book p ro d u c tio n  c o s t s ;  th e  c a p i t a l i z a t i o n  and a m o r t iz a t io n
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re q u ire m e n t f o r  r e a l  p r o p e r ty  c o n s t r u c t io n  p e r io d  i n t e r e s t  and 
p r o p e r ty  ta x  e x p e n d i tu r e s ;  t r e a tm e n t  o f  s u c c e s s f u l  o i l  and gas 
w e ll  i n t a n g i b l e  d r i l l i n g  and developm en t c o s t s  as a ta x  p r e f ­
e re n c e  item ; and r e s t r i c t i o n  on d e d u c tio n s  f o r  o f f i c e  in  home 
ex p en se s  and v a c a t io n  home e x p e n se s .
A ll th e s e  p r o v is io n s  became e f f e c t i v e  f o r  t a x a b le  y e a r s  
b e g in n in g  a f t e r  1975, o r  c o s t s  o r  p r o j e c t s  in c u r r e d  o r  begun 
a f t e r  1975, e x c e p t f o r  th e  fa rm in g  c o r p o r a t io n  a c c o u n tin g  m ethod 
r u l e ,  w hich becomes e f f e c t i v e  f o r  ta x a b le  y e a r s  b e g in n in g  a f t e r  
1976. In  l i k e  f a s h io n ,  th e  p a r t i a l  l i b e r a l i z a t i o n  o f  th e  1969
Tax Reform Act d e n ia l  o f  a c h a r i t a b l e  c o n t r ib u t io n  d e d u c tio n  f o r
a p p r e c ia t io n  in  th e  d o n o r’s  in  k in d  in v e n to ry  g i f t  was made 
a v a i l a b l e  o n ly  to  a n o n -S u b c h a p te r  S e l e c t i n g  c o r p o r a t io n .
The 1976 Act added a p a r t i a l  s o l u t io n  t o  th e  prob lem
o f  d iv e rg e n c e  in  e l e c t i o n  y e a r  e a rn in g s  and p r o f i t s ,  and e l e c t i o n
y e a r  t a x a b le  incom e, by s p e c i f y in g  t h a t  c u r r e n t  y e a r  e a rn in g s  and
p r o f i t s  w ould be com puted w ith o u t r e g a r d  t o  th e  a c c e le r a te d  d e p re  
16c i a t i o n  add b ack , a s  t o  a  c u r r e n t  y e a r  UTI d i s t r i b u t i o n .
The 1976 Act made a f u r t h e r  amendment to  th e  community 
p r o p e r ty  s to c k  o w n ersh ip  r u l e  t o  t r e a t  s to c k  b e in g  managed in  
community d u r in g  th e  a d m in i s t r a t io n  o f  a  d e c e a se d  s p o u s e ’s  e s t a t e  
a s  s t i l l  c o n s t i t u t i n g  one s h a r e h o ld e r .  In  a d d i t i o n ,  th e  i n t e r ­
p r e t a t i v e  p rob lem s o f  n o n - t a x - r e p o r t in g  p r i v a t e  t r u s t  s h a r e  own­
e r s h ip  w ere r e s o lv e d  by p e r m i t t in g  a g r a n to r  t r u s t  o r  a v o t in g  
t r u s t  t o  h o ld  an e l e c t i n g  c o r p o r a t io n ’s  s to c k .  F u r th e rm o re , 
s to c k  o w n ersh ip  was p e rm i t te d  f o r  a tem p o ra ry  60-day  h o ld in g  
p e r io d  in  o th e r  t r u s t s .
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The s h a r e h o ld e r  number l i m i t  was in c r e a s e d  from  10 to
15 f o r  a c o r p o r a t io n  w hich  had r e p o r t e d  u n d e r  S u b c h a p te r  S f o r  
5 c o n s e c u t iv e  t a x a b le  y e a r s ,  o r  w here d u r in g  th e s e  e a r l i e r  y e a r s  
th e  number o f  s h a r e h o ld e r s  in c r e a s e d  by in h e r i t a n c e  from  a d e ­
c e a se d  s to c k h o ld e r .
18F i n a l l y ,  th e  s h a r e h o ld e r  c o n s e n t p r o v i s io n s  w ere 
amended to  presum e c o n s e n t by a new s h a r e h o ld e r  in  th e  a b se n c e  o f  
an a f f i r m a t i v e  r e f u s a l  to  c o n se n t by th e  s h a r e h o ld e r  w i th in  th e  
60 -day  p e r io d  fo l lo w in g  h i s  a c q u i s i t i o n  o f  th e  s to c k .  T hese  p r o ­
v i s io n s  w ere e f f e c t i v e  f o r  t a x a b le  y e a r s  b e g in n in g  a f t e r  December 
31 , 1976.
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Com m ittee R e p o rts
19The 1964 Act R ep o rt n o te d  C o n g re s s io n a l  c o n c e rn  on 
c o m p le x ity  from  S u b c h a p te r  S c o r p o r a t io n  r e p o r t i n g  w here a d i v e r ­
s i f i e d  s h a r e h o ld e r  g roup  was in v o lv e d , i . e . ,  w here more th a n  one 
c l a s s  o f  s to c k  was in v o lv e d  o r  w here  c o n d u it  s h a r e h o ld e r s ,  su ch  
as p a r t n e r s h i p s ,  f i d u c i a r i e s ,  o r  o th e r  c o r p o r a t io n s ,  w ere  s h a r e ­
h o ld e r s .  S h a re h o ld e r  r e p o r t i n g  co m p arab le  to  p a r t n e r  r e p o r t i n g
was s t r e s s e d .
20The 1966 Com m ittee R ep o rt to o k  s p e c i f i c  n o te  o f  th e  
d e n ia l  o f  th ro w b ack  d iv id e n d  t r e a tm e n t  f o r  in  k in d  p r o p e r ty  d i s ­
t r i b u t i o n s  and th e  need  f o r  d i s t i n g u i s h i n g  betw een  th e  y e a r  in  
w hich  th e  c o r p o r a t io n  began i t s  e x i s te n c e  com pared  to  th e  y e a r  in  
w hich  i t  began  b u s in e s s  f o r  th e  de m inim us p a s s iv e  incom e r e l i e f  
p r o v i s io n .
21The 1970 C om m ittee R ep o rt e x p la in e d  t h a t  th e  C ongress 
had d i s q u a l i f i e d  an in v e s tm e n t company from  e l e c t i n g  S u b c h a p te r  S 
s t a t u s  in  o r d e r  to  p r e v e n t  in c o r p o r a t io n  by i n v e s to r s  to  o b ta in  
r e t i r e m e n t  p la n  b e n e f i t s .  The R ep o rt f u r t h e r  e x p la in e d  t h a t  th e  
1969 Tax Reform Act had e l im in a te d  t h i s  p ro b lem , and n o te d  recom ­
m e n d a tio n s  by th e  T re a s u ry  D epartm en t in  1968 and 1969 t h a t  th e  
p a s s iv e  in v e s tm e n t incom e d i s q u a l i f i c a t i o n  be e l im in a te d  from  th e  
Code. The R ep o rt i n d ic a t e d  t h a t  th e  p a s s iv e  in v e s tm e n t incom e 
p rob lem  r e l a t i n g  to  p r o f i t  from  l i q u i d a t i o n  o f  a s u b s id i a r y  s h o u ld  
be r e s o lv e d  w ith o u t  w a i t in g  f o r  a c o m p le te  re v ie w  o f  S u b c h a p te r  S 
s t r u c t u r a l  p ro b le m s .
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S tock  O w nership
M arried  p e r s o n s . D e sp ite  th e  r e p e a te d  a tte m p ts  by
C ongress in  1959, 1960, 1961, and 1976 to  p re v e n t th e  p rob lem ,
22th e  r e g u la t io n s  c o n tin u e  to  t r e a t  m a rr ie d  p e rso n  s h a re  ow nersh ip  
a s  two s to c k h o ld e r s  w here e i t h e r  sp o u se  i n d iv id u a l ly  owns s h a re s
a p a r t  from th o s e  h e ld  in  a c o - te n a n c y  form . T h is  p i t f a l l  was
23e n fo rc e d  in  th e  H icks N u rs e r ie s  c a s e .
R e p re s e n ta t iv e  s to c k  o w n e rsh ip . The r e g u la t io n s  t r e a t
24a v o tin g  t r u s t  o r  g r a n to r  t r u s t  a s  an i n e l i g i b l e  s to c k h o ld e r .
25The c o u r t ,  in  A & N F u r n i t u r e , r e f u s e d  to  a c c e p t th e  d i s q u a l i ­
f i c a t i o n  f o r  th e  v o t in g  t r u s t ,  and th e  p r o p r i e ty  o f  th e  r e g u la t io n
26was q u e s tio n e d  in  th e  C a ta l in a  Homes c a s e . The g r a n to r  t r u s t
27d i s q u a l i f i c a t i o n ,  how ever, was s u s ta in e d  in  th e  W & W F e r t i l i z e r
c a s e .  Both ty p e s  o f  t r u s t s  w i l l  be e l i g i b l e  s h a r e h o ld e r s  s t a r t i n g  
28in  1977. T h is  le a v e s  u n re s o lv e d  th e  i n t e r p r e t a t i v e  q u e s t io n s
f o r  p r i o r  y e a r s  in  view  o f  th e  l a r g e  number o f  S u b c h a p te r S
s h a r e h o ld e r s  who may have t r a n s f e r r e d  t h e i r  p ro p e r ty  to  a l i v i n g
t r u s t  s u b s t i t u t e  f o r  a w i l l .  Many S u b c h a p te r S c o rp o r a t io n s  may
be v u ln e r a b le  to  d i s q u a l i f i c a t i o n .
R ecord o w n ersh ip  c an n o t be r e l i e d  upon f o r  e l i g i b l e  
29s to c k h o ld e r  o r  s to c k h o ld e r  c o n se n t p u rp o se s . The Kean c a se  d id
su g g e s t  t h a t  a c u r a t iv e  c o n se n t sh o u ld  be a llo w e d  w here th e  b e n e - 
,, 30f i c i a l  owner was an e l i g i b l e  i n d iv id u a l .  The F u lk  and Needham 
c a s e  r u le d  t h a t  a l e g a l  l i f e  te n a n t  in  s to c k  was an i n e l i g i b l e  
s h a r e h o ld e r ,  s in c e  h e r  o w n ersh ip  c o n s t i t u t e d  an in fo rm a l t r u s t .
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31 32
Both Revenue R u lin g  5 9 -2 3 5 /and th e  M orris  K a te s /c a s e  h e ld  t h a t  a 
p a r tn e r s h ip  was an i n e l i g i b l e  s h a r e h o ld e r ,  even though  th e  u n d e r­
ly in g  p a r tn e r s  would have been e l i g i b l e  had th e  s to c k  been h e ld  
d i r e c t l y  by them . T h is  s u g g e s ts  a p o t e n t i a l  problem  in  th e  c a se  
o f  d i r e c t  s to c k  o w nersh ip  by members o f  an o r g a n iz a t io n  w hich 
u l t im a te ly  i s  found to  be a p a r tn e r s h ip  f o r  ta x  p u rp o se s .
E s ta te  s to c k  o w n e rsh ip . A lthough a d e c e d e n t 's  e s t a t e
s p e c i f i c a l l y  c o n s t i t u t e s  an e l i g i b l e  s h a r e h o ld e r ,  th e  O ld 
33 -----
V ir g in ia  B r ic k /c a se  d i s q u a l i f i e d  an e l e c t i o n  where th e  e s t a t e
a d m in is t r a t io n  had been undu ly  p ro lo n g ed ; i . e . ,  an i n e l i g i b l e
te s ta m e n ta ry  t r u s t  was c o n s id e re d  to  be th e  b e n e f i c i a l  owner o f  
34
th e  s to c k .  However, Revenue R u lin g  7 6 -2 3 /a c c e p ts  a d e c e d e n t 's  
e s t a t e  as a c o n tin u in g  e l i g i b l e  s to c k h o ld e r  d u r in g  th e  1 0 -y e a r  
e s t a t e  ta x  in s ta l lm e n t  payment p e r io d .
The e s t a t e  o f  an in co m p eten t p e rso n  i s  n o t c o n s id e re d
t o  be th e  s h a r e h o ld e r  o f  s to c k  h e ld  by i t .  A c co rd in g ly , th e
in d iv id u a l  i n f a n t ,  in c o m p e te n t, o r  o th e r  p e rso n  u n d e r l e g a l  in c a -  
35
p a c i ty ,  i s  th e  s h a r e h o ld e r , / a n d  p resum ab ly  an e l i g i b l e  s h a r e h o ld e r .  
On th e  o th e r  hand, th e  e s t a t e  o f  a b a n k ru p t in d iv id u a l  i s  c o n ­
s id e r e d  to  be th e  s h a r e h o ld e r ,  and i n e l i g i b l e ,  s in c e  n o t a d e -
36
c e d e n t 's  e s t a t e .  Revenue R u lin g  7 4 - 9 /p ro v id e s  t h a t  a v o lu n ta ry  
b a n k ru p tc y  p r o v is io n  by a s h a r e h o ld e r  te r m in a te s  th e  S u b c h a p te r S
e l e c t i o n .
C o n s tru c t iv e  seco n d  c l a s s  o f  s to c k .  Revenue R u lin g  64 - 
37 ------------------------------------------------------------
3 0 9 /v o id ed  th e  d i s q u a l i f i c a t i o n  from  is s u a n c e  o f  a seco n d  c la s s  
o f  s to c k  f o r  a N a tio n a l  H ousing Act b o rro w er by c o n c lu d in g  t h a t  
s p e c i a l  s to c k  is s u e d  to  th e  F e d e ra l  H ousing Com m issioner d id  n o t 
r e p r e s e n t  an e q u i ty  i n t e r e s t  in  th e  bo rro w in g  c o r p o r a t io n .
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S t r i c t e r  i n t e r p r e t a t i o n s  have found a second  c la s s  o f
s to c k  w here l e g a l l y  th e  c o rp o r a t io n  had is s u e d  on ly  one c l a s s  o f
s to c k ,  b u t d i s p a r a t e  v o t in g  o r  o th e r  r i g h t s  w ere p re s e n t  among
th e  s h a re h o ld e r s  w i th in  th e  m eaning o f  th e  r e g u la t i o n s .  Examples 
38
in c lu d e  Revenue R u lin g  6 3 -2 2 6 ,/ in v o lv in g  an i r r e v o c a b le  p r oxy o r  
39
s h a re h o ld e r  v o t in g  ag reem en t; Revenue R u lin g  7 1 -5 2 2 ,/w h e re  a p ro ­
m o to r’s  s to c k  was escrow ed and r e s t r i c t e d  as to  d iv id e n d s  o r  s a l e
40
by C a l i f o r n ia  law ; th e  P a rk e r  O i l / c a s e ,  in v o lv in g  an i r r e v o c a b le  
41
p roxy ; and th e  Samuel P o l la c k / c a s e ,  in v o lv in g  c l a s s i f i e d  common 
s to c k  w ith  d i s p r o p o r t io n a te  v o t in g  r i g h t s .
On th e  o th e r  hand, p ro lo n g ed  l i t i g a t i o n  has e s t a b l i s h e d
th e  p r i n c i p l e  t h a t  s h a re h o ld e r  d e b t,  even though  s u s c e p t ib l e  o f
e q u ity  c h a r a c t e r i z a t i o n  u n d er th e  t h i n  c o rp o r a t io n  d o c t r in e ,  does
n o t c o n s t i t u t e  a second  c la s s  o f  s to c k .  S ig n i f ic a n t  d e c is io n s  
42
in c lu d e  th e  Gamman/case, in v o lv in g  p r o r a t a  d e b t, and c o n firm ed  
43 44
by a r e g u la t io n s  amendment, /a n d  th e  P o r ta g e  P l a s t i c s , / S hores 
45 46 ?7
R e a l ty , / Amory C o tto n  O i l , /a n d  James S t i n n e t t / c a s e s , a l l  h o ld in g  
th e  amended r e g u la t io n s  r e s p e c t in g  d i s p r o p o r t io n a te  d eb t in v a l id ,  
g e n e r a l ly  based  upon C o n g re ss io n a l i n t e n t .  S p e c i f i c a l l y ,  t h i s  
i n t e n t  to  app rove  s h a re h o ld e r  lo a n s  as deb t was found in  th e  p ro ­
v i s io n s  r e g a rd in g  u t i l i z a t i o n  o f c o rp o r a te  lo s s  and r e d u c t io n  o f  
b a s i s  f o r  such  d e b t,  and th e  ab sen ce  o f  any c o m p lic a tio n  from 
c o rp o r a te  UTI r e p o r t i n g  i r r e s p e c t i v e  o f  p r o p o r t io n a te  o r  d i s p r o ­
p o r t io n a te  s h a r e h o ld e r  d eb t and s to c k  o w n ersh ip .
I n te r c o r p o r a te  a c q u i s i t i o n s . ’’F in e  l i n e  d raw ing” became
n e c e s sa ry  in  d e te rm in in g  w h e th e r d i s q u a l i f i c a t i o n  had o c c u rre d
from a c q u i s i t i o n  by a n o th e r  c o r p o r a t io n  o f  an e l e c t i n g  c o rp o ra -  
48
t i o n ’s  s to c k .  Revenue R u ling  6 4 -9 4 /co n c lu d ed  t h a t  th e  e l e c t i o n
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d id  n o t te r m in a te  on th e  f i n a l  y e a r  r e tu r n  o f  a m erg ing  c o rp o ra -  
49
t i o n ,  and Revenue R u ling  6 9 -5 6 6 ,/ i n  l i k e  m anner, approved a con ­
t in u in g  S u b c h a p te r S e l e c t i o n  f o r  th e  s u r v iv in g  e l e c t i n g  c o rp o ra -
50
t io n  in  a m erg e r. S im i la r ly ,  Revenue R u lin g  7 0 -2 3 2 /co n firm e d  
v a l id  e le c t i o n s  f o r  th e  f i n a l  r e tu r n s  o f  b o th  p re d e c e s s o r  com­
p a n ie s  in  a s t a t u t o r y  c o n s o l id a t io n ,  and fu r th e rm o re  approved  an 
im m ediate e l e c t i o n  by th e  new c o r p o r a t io n ,  n o tw ith s ta n d in g  a 
t e c h n ic a l  p o s s i b i l i t y  t h a t  a f  iv e - y e a r ”s i t  o u t ’’was r e q u ir e d  
b ecau se  b o th  p re d e c e s s o r  com panies l o s t  t h e i r  sm a ll b u s in e s s  c o r ­
p o r a t io n  s t a t u s  upon l i q u i d a t i o n  in to  th e  new c o rp o r a t io n .
51The same re a s o n in g  was a p p lie d  in  Revenue R u lin g  64-250
as to  th e  new company in  an ”F ty p e "  r e in c o r p o r a t io n .  T ra n s i to ry
ow nersh ip  o f  a s u b s id ia r y  p re l im in a ry  to  a "K im bell-D iam ond"
52
l i q u i d a t i o n  was approved  in  Revenue R u lin g  7 3 -4 9 6 ,/an d  t r a n s i t o r y
ow nersh ip  o f  a s u b s id ia r y  p re l im in a ry  to  a s p in  o f f  was approved 
53 54in  Revenue R u lin g  72 -320 . Revenue R u lin g  7 1 -2 6 6 /p ro v id e d  t h a t  
t r a n s f e r  by an a c q u ire d  c o rp o r a t io n  o f  s u b s t a n t i a l l y  a l l  i t s  
a s s e t s  in  a "C" r e o r g a n iz a t io n  d id  n o t te rm in a te  i t s  s t a t u s  as a 
sm a ll b u s in e s s  c o r p o r a t io n ,  and th e r e f o r e  th e  S u b c h a p te r S e l e c ­
t i o n  c o n tin u e d  f o r  th e  f i n a l  y e a r  d u r in g  w hich th e  a c q u ir in g  c o r ­
p o r a t i o n ’s  s to c k  was d i s t r i b u t e d  to  th e  S u b ch ap te r S s h a r e h o ld e r s .
55An a d v e rse  r e s u l t  was re a c h e d  in  Revenue R u lin g  71-201 , 
w here th e  a c q u ire d  c o r p o r a t io n  in  a "B" r e o r g a n iz a t io n  was d i s ­
q u a l i f i e d  by becom ing a member o f  an a f f i l i a t e d  g ro u p , and 
r e q u i r e d  to  f i l e  as a r e g u la r  c o r p o r a t io n  f o r  i t s  f i n a l  p e r io d  up 
to  th e  d a te  o f  a f f i l i a t i o n .
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C o rp o ra te  R e c e ip ts
B u s in e ss  c o n c e p t . The 5 th  C i r c u i t  C ourt o f  A ppeals h e ld , 
56 57
in  th e  H ouse/and P u c k e t t / c a s e s , t h a t  sm a ll lo a n  com panies w ere n o t
d i s q u a l i f i e d  from S u b ch ap te r S r e p o r t in g  f o r  p re -1 9 6 6  y e a rs  where
t h e i r  i n t e r e s t  incom es exceeded  20 p e rc e n t  o f  th e  g ro ss  r e c e i p t s ,
because  such  income d id  n o t c o n s t i t u t e  p e rs o n a l  h o ld in g  company 
58incom e. The 8 th  C i r c u i t  C ourt o f  A ppeals, in  th e  D oehring  c a s e , 
59
re a c h e d  th e  same c o n c lu s io n , b u t n o te d  t h a t  i t s  Z y c h in sk i/d e c is io n
(m en tioned  below ) would p re c lu d e  th e  e l e c t i o n  f o r  y e a rs  en d in g
a f t e r  A p ril 14, 1966, when th e  ’’p e rs o n a l  h o ld in g  company incom e”
c a p t io n  was changed to  ’’p a s s iv e  in v es tm en t incom e” . The 10 th  
60
C i r c u i t  C ourt o f  A ppeals, in  th e  M arsha l1/ c a s e , found a d i s q u a l i ­
f i c a t i o n  f o r  a p o s t-1 9 6 6  y e a r ,  r e a s o n in g  t h a t  lo a n  p r in c ip a l  r e ­
paym ents sh o u ld  n o t be in c lu d e d  in  th e  g ro ss  r e c e i p t s  d en o m in a to r, 
i . e . ,  t h a t  th e  d enom inato r c o u ld  be m a n ip u la te d  by y e a r-e n d  lo an  
advances and rep ay m en ts .
61
Revenue R u lin g  7 2 -4 5 7 /approved  a S u b ch ap te r S e l e c t i o n  
f o r  a commodity f u tu r e s  b ro k e ra g e  on th e  ground  t h a t  f u tu r e s  con ­
t r a c t s  w ere n o t s e c u r i t i e s ,  and p r o f i t s  from t r a d in g  o r  d e a l in g  
th e r e in  t h e r e f o r e  d id  n o t c o n s t i t u t e  p a s s iv e  in v es tm en t incom e. 
However, in  th e  Z y ch in sk i c a s e ,  a c o r p o r a t io n  a c t iv e ly  engaged in  
th e  s to c k  and bond b ro k e ra g e  and t r a d in g  b u s in e s s e s ,  w ith  lo c a ­
t io n s  in  e ig h t  c i t i e s ,  was d i s q u a l i f i e d  from th e  e l e c t i o n  s in c e  
i t s  s e c u r i t i e s  s a l e  o rd in a ry  income p r o f i t s  r e p r e s e n te d  p a s s iv e  
in v e s tm e n t incom e, and s in c e  p re s e n c e  o f  an a c t iv e  b u s in e s s  o p e r ­
a t io n  was an u n s u i t a b le  c r i t e r i o n  f o r  a s c e r t a in in g  th e  p re se n c e  
o f  p a s s iv e  in v e s tm e n t incom e.
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Somewhat p a r a d o x ic a l ly ,  a c o rp o r a t io n  whose s o le  a c t i v ­
i t y  was th e  o w nersh ip  and s a l e  o f  unim proved  la n d  h e ld  f o r  i n v e s t -
62
ment was r u le d ,  in  th e  H o w ell/c a s e ,  t o  be q u a l i f i e d  f o r  th e  
e l e c t i o n .  L ong-term  c a p i t a l  g a in  p r o f i t s  from th r e e  s a l e s  o f  th e  
la n d  d id  n o t c o n s t i t u t e  p a s s iv e  in v es tm en t incom e.
63
P ro p e r ty  d i s p o s i t i o n  p r o f i t s . The r e g u la t i o n s / in c lu d e
in  g ro ss  r e c e i p t s  th e  p ro ce ed s  from d i s p o s i t i o n  o f  any k in d  o f
p r o p e r ty ,  in c lu d in g  a s a l e  u n d e r a o n e -y e a r  l i q u i d a t i o n  p la n , bu t
e x c lu d in g  p ro ce ed s  from th e  d i s p o s i t i o n  o f  p ro p e r ty  in  a n o n ta x -
a b le  s a l e  o r  exchange, e x ce p t to  th e  e x te n t  o f  any p a r t i a l  g a in  
64re c o g n iz e d  from , e . g . ,  r e c e ip t  o f  b o o t. Revenue R u lin g  68-364
p ro v id e s  t h a t  th e  d i s p o s i t i o n  p ro ce ed s  upon th e  s a l e  o f p ro p e r ty
in c lu d e  any l i e n s  to  w hich th e  p ro p e r ty  was s u b je c t  on th e  d is p o -  
65
s i t i o n  d a te .  Revenue R u lin g  6 5 -2 9 2 /approves a p e re n n ia l  lo n g ­
te rm  c a p i t a l  g a in  d i s t r i b u t i o n  o f  in s ta l lm e n t  p r o f i t s  re c o g n iz e d  
by an e l e c t i n g  c o rp o r a t io n  w hich c o n tin u e d  in  e x is te n c e  a f t e r  th e  
s a l e  o f  i t s  la n d , b u i ld in g s ,  and equ ipm en t.
66
A d i s q u a l i f i c a t i o n  r e s u l t e d  in  th e  Jo y c e /c a s e ,  w here an 
e l e c t i n g  c o r p o r a t io n  r e a l i z e d  a c a p i t a l  g a in , ex ce ed in g  20 p e rc e n t  
o f  i t s  g ro ss  r e c e i p t s ,  upon th e  f o r e c lo s u r e  o f  s e c u r i t i e s  w hich 
had been d e p o s i te d  by th e  c o rp o r a t io n  w ith  a le n d e r .  T h is  p r o f i t  
was r e a l i z e d  d u r in g  a y e a r  in  w hich th e  c o r p o r a t io n  o th e rw is e  
s u s ta in e d  an o v e r a l l  n e t  o p e r a t in g  l o s s .
67
R e c e ip ts  from r e n t s . The re g u la tio n s /e x e m p t  from th e  
d i s q u a l i f y in g  r e n t s  c a te g o ry  paym ents r e c e iv e d  f o r  th e  u s e  o r  
occupancy  o f  rooms o r  sp a c e  w here s i g n i f i c a n t  s e r v i c e s  a re  
re n d e re d  to  th e  o c c u p a n t, in c lu d in g  h o t e l s ,  b o a rd in g  h o u se s , 
a p a rtm en t houses f u r n i s h in g  h o te l  s e r v i c e s ,  t o u r i s t  homes, m o te ls ,
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p a rk in g  l o t s ,  and w a reh o u sin g . T h is  "exem ption” was r e f in e d  by 
68
Revenue R u lin g  6 5 - 9 1 ,/w hich  approved  S u b ch ap te r S r e p o r t i n g  fo r  a 
p a rk in g  l o t  in  w hich th e  a t te n d a n t  p a rk ed  th e  v e h ic le s ;  a  w are ­
house w hich s to r e d  com m odities in  r e f r i g e r a t e d  sp a c e , and p ro ­
v id ed  te m p e ra tu re  and h u m id ity  c o n t r o l ;  v a r io u s  h o u sek eep in g  and 
re c o rd  k e e p in g  s e r v i c e s ;  and a g r a in  w arehouse w hich p e r io d i c a l ly  
in s p e c te d  and tu rn e d  th e  s to r e d  g r a in .  The r e p o r t in g  was d is a p ­
p roved  f o r  a c o t to n  w arehouse w here th e  o ccu p an t p ro v id e d  i t s  own 
lo a d in g  and h a n d lin g  s e r v i c e s .
69
Revenue R u lin g  64 -232 /e x c lu d e d  from d i s q u a l i f y in g  r e n t s
r e c e i p t s  o f  an e n t e r p r i s e  w hich p ro v id e d  f u r n i tu r e  and c h in a  on a 
70s h o r t - te r m  r e n t a l  b a s i s .  S im i la r ly ,  Revenue R u lin g  65-40 ex ­
c lu d e d  from r e n t s ,  r e c e i p t s  by a f u l l  s e r v ic e  a u to  r e n t a l  company.
71
The same was t r u e  in  Revenue R u lin g  7 0 -2 0 6 /f o r  r e c e i p t s  from h o s -  
72p i t a l  p a t i e n t  room t e l e v i s i o n  r e n t a l s .  Revenue R u lin g  65-83
ex c lu d ed  from r e n t s ,  c o n s t r u c t io n  a re a  b a r r i c a d e s ,  g o l f  c a r t ,
c o n s t r u c t io n  c ra n e ,  and d re s s  s u i t  r e n t a l s .
S t r i c t e r  r u l e s  have been a p p lie d  t o  r e a l  e s t a t e  r e n t a l s .  
73
The F e in g o ld /c a s e  h e ld  t h a t  summer c a b in  r e n t a l s  w ere d i s q u a l i f y ­
in g  r e n t s ,  even  though  r e c r e a t io n  and o th e r  s e r v ic e s  w ere p ro v id e d
to  th e  o c c u p a n ts . O f f ic e  b u i ld in g  r e n t a l s  w ere r u le d  to  be d i s -  
74
q u a l i f y in g  r e n t s  in  B r a m le t te , /w here  s e r v ic e s  to  o c c u p a n ts  were
re n d e re d  by c o n c e s s io n a i r e s .  Shopping  c e n te r  r e n t s  w ere h e ld  to  
75
be d i s q u a l i f y in g  in  C ity  M a rk e ts , /e v e n  though  th e  la n d lo r d  p ro ­
v id e d  j a n i t o r i a l  and m a in ten a n ce  s e r v ic e s  to  th e  o c c u p a n ts .
76
Revenue R u lin g  6 1 -1 1 2 /e x c lu d e d  s h a r e  c ro p  r e n t a l s  from  r e n t s  
w here th e  c o r p o r a te  la n d lo r d  m a te r i a l l y  p a r t i c i p a t e d  in  o p e ra t io n
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o f  th e  p r o p e r ty .  T h is  m a te r ia l  p a r t i c i p a t i o n  co n cep t has been a
d i f f i c u l t  t e s t  to  app ly  in  o th e r  a r e a s ,  such  as s o c i a l  s e c u r i t y  
77b e n e f i t  e n t i t le m e n t  and se lf-em p lo y m en t ta x  a p p l i c a t io n .
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E le c t io n  and C onsent
T ax p ay er c o n t i n u a t i o n . D e s p ite  th e  l i k e l y  ta x p a y e r  
a t t i t u d e  t h a t  a new ta x  r e p o r t i n g  e n t i t y  i s  in v o lv e d , th e  e x i s ­
te n c e  o f  a c o r p o r a t io n  form ed in  p re v io u s  y e a r s  c o n tin u e s  f o r
78a c c o u n tin g  p e r io d  and m ethod p u rp o s e s .  Revenue P ro c e d u re  72-51
c o n ta in s  r u l e s  i d e n t i c a l  to  th e  p a r tn e r s h ip  re q u ire m e n ts  f o r  a
change to  a c o r p o r a t io n  y e a r  d i f f e r e n t  from  th e  t a x a b le  y e a r  o f  
79th e  p r i n c i p a l  s h a r e h o ld e r s .  The L eo n h a rt c a s e  r u l e d  t h a t  an 
o ld e r  c o r p o r a t io n  was n o t e n t i t l e d  to  e s t a b l i s h  a new a c c o u n tin g  
p e r io d  d u r in g  i t s  f i r s t  S u b c h a p te r  S e l e c t i o n  y e a r .
E le c t io n  d e a d l in e . The re q u ire m e n t f o r  f i l i n g  th e  
S u b c h a p te r  S e l e c t i o n  by th e  end o f  th e  f i r s t  month o f  th e  t a x ­
a b le  y e a r  h a s  been  r e p e a te d ly  i n t e r p r e t e d .  The n i c e t i e s  o f  
i d e n t i f y i n g  when th e  y e a r  b e g in s ,  and th e  a b sen c e  o f  any r e l i e f
f o r  a l a t e  f i l e d  e l e c t i o n ,  a r e  r e m in is c e n t  o f  th e  u n y ie ld in g  
80r u l e s  o f  th e  o ld  E n g lis h  common law .
The r e g u l a t i o n s  s t a r t  th e  ru n n in g  o f  th e  e l e c t i o n  y e a r
on th e  f i r s t  to  o c c u r  o f  th e  s to c k  i s s u e ,  a c q u i s i t i o n  o f  a s s e t s ,
o r  commencement o f  b u s in e s s  by th e  c o r p o r a t io n .  T h is  r u l e  may be
com pared w ith  th e  r e g u l a t i o n s  r e g a r d in g  th e  de m inim us r u l e  f o r
p a s s iv e  in v e s tm e n t incom e, w hich d i s t i n g u i s h  th e  y e a r  in  w hich
th e  c o r p o r a t io n  comes i n to  e x is te n c e  from  th e  y e a r  in  w hich  i t  
81commences b u s in e s s  o p e r a t io n s .  S t i l l  a t h i r d  i n t e r p r e t a t i o n  
82a p p e a rs  in  th e  r e g u l a t i o n s  r e g a r d in g  one s h o t  c a p i t a l  g a in s ;  
i . e . ,  th e  c o r p o r a t io n  i s  n o t c o n s id e re d  to  be in  e x is te n c e  u n t i l  
i t  i s s u e s  s to c k ,  a c q u i r e s  a s s e t s ,  o r  b e g in s  b u s in e s s .
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The q u e s t io n  o f  when a c o rp o r a t io n  has begun th e  y e a r ,
fo r  e l e c t i o n  f i l i n g ,  was f u r t h e r  e lu c id a te d  in  Revenue R u ling  7 2 - 
83257, w hich c o n c lu d e s  th a t  th e  y e a r  began , i . e . , s to c k  was con­
s t r u c t i v e l y  i s s u e d ,  w here th e  l o c a l  s t a t e  law  p ro v id e d  th a t  s to c k  
s u b s c r ib e r s  became s h a re h o ld e r s  upon th e  f i l i n g  o f  th e  a r t i c l e s  
o f  in c o r p o r a t io n .  However, l o c a l  law  d id  n o t c o n tr o l  in  th e  Bone84 
c a s e , w here th e  s to c k  i s s u e  had been d e lay ed  u n t i l  a p e rm it had 
been o b ta in e d  from th e  s t a t e  f o r  th e  i s s u e ;  th e  c o r p o r a t io n ’s 
f i r s t  ( e l e c t i o n )  y e a r  began upon th e  r e c e i p t  o f  a s s e t s .
An e le c t i o n  was r u le d  to  be p rem a tu re  w here i t  was made
d u rin g  th e  f i r s t  month o f  o p e ra t io n  u n d e r a c o rp o ra te  name, b u t
w here th e  fo rm al a r t i c l e s  o f  in c o r p o r a t io n  w ere n o t f i l e d  w ith
th e  S e c re ta ry  o f S ta te  u n t i l  more th a n  30 days a f t e r  th e  e le c t i o n  
85f i l i n g .  The c o u r t  re a so n e d , in  t h i s  F re n tz  c a s e , t h a t  no
de f a c to  c o rp o r a t io n  was in  e x is te n c e .  The Camp W alte rs  E n te r -  
86p r i s e s  c a s e , r e g a rd in g  a de f a c to  c o r p o r a t io n ,  was n o t d is c u s s e d .
87Revenue R u lin g  60-183 c o n c lu d e s  t h a t  th e  I n te r n a l  
Revenue S e rv ic e  i s  n o t a u th o r iz e d  by §6081(a )  to  g ra n t  an e x te n ­
s io n  f o r  th e  f i l i n g  o f  an e l e c t i o n ,  s in c e  t h i s  e l e c t i o n  does n o t 
c o n s t i t u t e  a r e t u r n ,  d e c l a r a t i o n ,  s ta te m e n t ,  o r  document ’’r e q u i r e d ’’ 
by th e  I n te r n a l  Revenue Code o r  r e g u la t i o n s ;  i . e . ,  th e  e l e c t i o n  
f i l i n g  i s  an o p t io n  o r  p r i v i l e g e ,  o r  a v o lu n ta ry  a c t  by th e  c o r ­
p o r a t io n .  P resum ab ly , th e  same u n y ie ld in g  a t t i t u d e  would ap p ly  
to  §1 .9100-1  o f  th e  Income Tax R e g u la tio n s .
88The same r i g i d i t y  was a p p lie d  in  th e  Feldman c a s e , where th e  
e le c t i o n  in  f a c t  had been m a ile d  by th e  m onth-end d e a d l in e ,  b u t was n o t 
postm arked  u n t i l  3 :0 0  A.M. o f  th e  fo llo w in g  day. The c o u r t  r e l i e d  upon 
th e  r e g u l a t i o n s ,  w hich p ro v id e  t h a t  th e  t im e ly  m a il in g  f o r  t im e ly
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f i l i n g  i s  n o t e f f i c a c io u s  u n le s s  th e  c r i t i c a l  d a te  postm ark  i s  
made on th e  m ail c o v e r , i r r e s p e c t i v e  o f  th e  a c tu a l  d a te  upon 
w hich th e  m a il i s  d e p o s i te d . The c o u r t  p ro ceed ed  to  a ’’c a tc h  22” 
c o r o l l a r y  by r u l in g  t h a t  th e  e l e c t i o n  was n o t e f f e c t i v e  f o r  th e  
fo llo w in g  y e a r ,  e i t h e r ,  s in c e  i t  was p re m a tu re ly  f i l e d  f o r  th e  
n e x t y e a r .
However, th e  c o u r t s  have d is p la y e d  more l i b e r a l i t y  in  
89
th e  M itc h e ll  O f f s e t / c a s e ,  w here th e  ta x p a y e r ’s  e v id e n c e  showed a
tim e ly  m a il in g  o f  th e  e l e c t i o n ,  w hich e l e c t i o n  was t h e r e a f t e r
m is la id  by th e  I n te r n a l  Revenue S e rv ic e ;  i . e . ,  th e  e l e c t i o n  was
r u le d  to  be e f f e c t i v e .  A s i m i l a r  r e s u l t  o c c u rre d  in  th e  B e ll 
90 -------
F ib re  P ro d u c ts / c a s e , w here an in v es tm en t c r e d i t  r e c a p tu r e  a g re e ­
ment had n o t been su b m itte d  w ith  a t im e ly  f i l e d  S u b ch ap te r S 
e l e c t i o n ,  bu t was l a t e r  s u b m itte d  ( in  1970) a f t e r  th e  ta x p a y e r  
was a d v is e d  o f  th e  f i l i n g  re q u ire m e n t. The I n te r n a l  Revenue 
S e rv ic e  r e t a in e d  th e  agreem ent in  i t s  f i l e s ,  b u t d id  n o t q u e s t io n  
i t s  v a l i d i t y  o r  e f f e c t i v e n e s s  u n t i l  1975. The c o u r t  r u le d  t h a t  
th e  agreem ent was e f f i c a c io u s .  P resum ab ly , s in c e  th e  agreem ent 
was a m andato ry  f i l i n g  docum ent, an e x te n s io n  r e q u e s t  c o u ld  have 
been  p e r f e c te d  by th e  ta x p a y e r ,  and i f  so  th e  I n te r n a l  Revenue 
S e rv ic e  w aived  th e  l a t e  f i l i n g  f o r  r e a s o n a b le  c a u se .
A t im e ly  f i l e d  e l e c t i o n  i s  c o n s id e re d  v a l id  d e s p i te  th e
v a r ia n c e  betw een th e  in d ic a te d  t a x a b le  y e a r  shown on th e  e l e c t i o n  
91
and th e  one f i n a l l y  ad o p ted  (Revenue R u lin g  6 6 -6 8 ) /a n d  th e  v a r i ­
ance in  th e  number o f  s h a r e s  r e p o r te d  and n o t a c tu a l ly  is s u e d
9 2(Revenue R u lin g  7 4 -1 5 0 ).
93
C o n se n ts . The r e g u l a t i o n s / r e q u i r e  a new s h a re h o ld e r ,  
in c lu d in g  an e x e c u to r  o f  a d e ce ase d  s h a r e h o ld e r ,  t o  f i l e  a co n sen t
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w ith in  30 days a f t e r  becom ing a new s h a r e h o ld e r .  T h is  p e r io d  
b e g in s  f o r  an e x e c u to r  once he i s  a u th o r iz e d  to  commence h i s
o f f i c i a l  d u t ie s .
In th e  c a se  o f  a d e c e d e n t’s  e s t a t e ,  Revenue R u lin g  62 - 
94116 r e q u i r e s  c o m p le tio n  o f th e  c o n se n t by th e  e x e c u to r ,  even 
though u n d er th e  l o c a l  s t a t e  law  ow nersh ip  o f  th e  s to c k  im m ed ia te ly  
p a sse d  u n d e r a s p e c i f i c  b e q u e s t in  th e  deceased  s h a r e h o ld e r ’s 
w i l l .  The R u lin g  re a so n s  t h a t  th e  e x e c u to r  c o u ld  c o n tr o l  adm in­
i s t r a t i o n  o f  th e  s to c k ,  in c lu d in g  v o t in g  o f  th e  s to c k .  The r e a -
95so n in g  in  t h i s  R u lin g  was a p p lie d  in  th e  Lewis B u ild in g  c a se  to  
i n v a l i d a t e  an e l e c t i o n  w here th e  c o n se n t had been f i l e d  by th e  
d e ce ase d  s h a r e h o ld e r ’s  widow ( in  h e r  own r i g h t ) ,  who was th e  s o le  
b e n e f ic ia r y  and e x e c u tr ix  o f  th e  e s t a t e .
The r e g u la t io n s  p ro v id e  f o r  e x te n s io n s  o f  tim e  to  f i l e
c o n se n ts  w here no je o p a rd y  to  governm ent rev en u e  i s  in v o lv e d  and
r e a f f i r m in g  c o n s e n ts  a re  o b ta in e d  from a l l  o th e r  s h a r e h o ld e r s  o f
th e  c o r p o r a t io n .  The p ro c e d u re  a ls o  c o v e rs  a c o n se n t to  a r e v is e d
e l e c t i o n  f i l e d  a f t e r  a p re v io u s  te r m in a t io n .  Revenue P ro c ed u re s  
96 9761-30 and 64-20 e la b o r a te d  th e  m echan ics f o r  o b ta in in g  ap ­
p ro v a l  o f  l a t e  f i l e d  c o n s e n ts .
N o tw ith s ta n d in g  th e  Code amendments t r e a t i n g  c o - t e n ­
ancy s to c k  h e ld  by m a rr ie d  p e rso n s  a s  one s to c k h o ld e r ,  th e  r e g u -
981a t  io n s  r e q u i r e  t h a t  c o n s e n ts  be s ig n e d  by b o th  sp o u se s . Revenue
99R u lin g  66-116 r e q u i r e s  t h a t  th e  g u a rd ia n  o f  an i n f a n t ,  r a t h e r  
th a n  th e  c u s to d ia n  u n d e r th e  U niform  G if t  t o  M inors A ct, e x e c u te  
th e  c o n se n t f o r  s to c k  owned by th e  i n f a n t .  However, Revenue 
R u lin g  68-227100 a f f i r m s  th e  v a l i d i t y  o f  a c o n se n t s ig n e d  by th e
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c u s to d ia n  i f  he i s  a ls o  th e  g u a rd ia n  o f  th e  i n f a n t .  The c o n se n t
need  n o t be renew ed, as in  th e  c a s e  o f  a  new s h a r e h o ld e r ,  when
o u t r ig h t  ow nersh ip  o f  th e  s to c k  p a s s e s  to  th e  in f a n t  upon h i s
m a jo r i ty  (Revenue R u lin g  7 1 -2 8 7 )
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The W ilso n /c a se  h e ld  t h a t  a c o n se n t need  n o t be s ig n e d
by a s h a re h o ld e r  who m ere ly  h e ld  a q u a l i f y in g  s h a re  as nom inee
f o r  th e  b e n e f i c i a l  s to c k h o ld e r ,  who was m erely  th e  100 p e rc e n t  
103
re c o rd  ow nersh ip  s to c k h o ld e r .  Revenue R u lin g s  7 0 -6 1 5 /and 75-261104
approve t h i s  r e s u l t ,  and a ls o  p ro v id e  t h a t  th e  r e c o rd  owner i s  a
nom inee and n o t a ( d i s q u a l i f y in g )  t r u s t e e .  However, as p re v io u s ly  
105
n o te d , th e  Kean/c a s e  r u le d  t h a t  a  c o n se n t by th e  r e c o rd  ow ner, 
who h e ld  o n e -h a l f  o f  h is  re c o rd  s h a r e s  as b e n e f i c i a r y  o f  th e  
o th e r  o n e -h a l f  on b e h a lf  o f  h is  b e n e f i c i a l  owner b r o th e r ,  was
i n e f f e c t i v e .  The c o u r t  a ls o  r u le d  t h a t  th e  I n te r n a l  Revenue
S e rv ic e  abused  i t s  d i s c r e t i o n  in  r e f u s in g  to  a c c e p t a l a t e  f i l e d  
c u r a t iv e  c o n se n t from th e  b r o th e r ,  who had r e p o r te d  h i s  o n e -h a l f  
s h a r e  o f  th e  c o rp o r a te  e a rn in g s .
1 0 6The c o u r t s ,  in  th e  P a c i f i c  C oast Music Jo b b e rs  and 
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Hoffman/ c a s e s , i n v a l id a t e d  S u b c h a p te r  S e l e c t i o n s  w here s to c k  
o f  th e  c o n s e n tin g  s h a r e h o ld e r s  was s u b je c t  to  a  p u rc h a se  c o n tr a c t  
in  fa v o r  o f  a new b e n e f i c i a l  s to c k h o ld e r .  In  th e  P a c i f i c  C oast 
c a s e  i t  was a g re ed  t h a t  th e  s e l l e r s  w ould c o n tin u e  as re c o rd  
s to c k h o ld e r s  f o r  f i v e  y e a r s ,  and be e n t i t l e d  t o  c u r r e n t  d i s t r i b u ­
t i o n s  o f  e a rn in g s  d u r in g  t h a t  p e r io d .  In  a d d i t io n  t o  in v a l id a t in g  
th e  e l e c t i o n  and s u b je c t in g  th e  e a rn in g s  t o  t a x a t io n  a t  c o rp o ra te  
l e v e l ,  th e  d iv id e n d s  w ere ta x e d  to  th e  c o n t r a c t  p u rc h a s e r  as 
o rd in a ry  incom e, and a g a in  t o  th e  a c tu a l  r e c i p i e n t s  as s to c k  s a l e
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p ro c e e d s . In th e  Hoffman c a s e , r e c o rd  ow nersh ip  had t r a n s f e r r e d
to  th e  p u rc h a s e r ,  and th e  r e l a t e d  p a r ty  s e l l e r  had r e t a in e d  p o sses 
s io n  o f  th e  c e r t i f i c a t e  as c o l l a t e r a l  a g a in s t  payment o f  th e  p u r ­
c h a s in g  s h a r e h o ld e r ’s  n o te .
On th e  o th e r  hand, a p u rp o r te d  s a l e  to  a n o n -c o n se n tin g  
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s h a re h o ld e r  was r u le d  to  be i n e f f e c t i v e  in  th e  Hook/c a s e ,  where 
th e  t r a n s a c t io n  was c o n tr iv e d  to  te rm in a te  a S u b c h a p te r S e l e c t i o n  
one day b e fo re  th e  c o r p o r a t io n ’s  ta x a b le  y e a r  end; i . e . ,  in  su b ­
s ta n c e ,  th e  s h a r e h o ld e r 's  a t to r n e y ,  who p u rch a se d  th e  s to c k ,  h e ld  
th e  s to c k  as th e  s e l l e r ’s nom inee o r  a g e n t, so  t h a t  th e  t r a n s f e r  
was u n r e a l .  S im i la r ly ,  s to c k  t r a n s f e r s  c o n tr iv e d  to  s h i f t  t a x ­
a b i l i t y  o f  UTI to  th e  t r a n s f e r o r ’s c h i ld r e n  w ere n o t re c o g n iz e d
w here th e  t r a n s f e r o r  m a in ta in e d  co m p le te  c o n tr o l  o v e r th e  c o rp o -  
109r a t i o n  and d i s t r i b u t i o n  o f  i t s  e a r n in g s .
R e v o c a tio n . A lthough m ost S u b c h a p te r S e l e c t i o n s  a re
te rm in a te d  by an in te n d e d  o r  u n in te n d e d  d i s q u a l i f i c a t i o n  o f th e
c o r p o r a t io n ,  th e  e l e c t i o n  can  a ls o  be te rm in a te d  by f i l i n g  a
c o n se n t w ith in  th e  f i r s t  month o f  th e  ta x a b le  y e a r .  C o n tra ry  to  
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th e  e l e c t i o n  r u l e ,  th e  r e g u la t io n s /p r o v id e  t h a t  a l a t e  f i l e d  r e ­
v o c a t io n , a lth o u g h  i n e f f e c t i v e  f o r  th e  y e a r  s p e c i f i e d ,  w i l l  become 
e f f e c t i v e  f o r  th e  im m ed ia te ly  fo llo w in g  y e a r .  The Hoffman c a s e , 
p re v io u s ly  n o te d , a ls o  c o n c lu d ed  t h a t  a s ta te m e n t p u r p o r t in g  to  
w ithdraw  an e l e c t i o n  and c o n se n t w ould be a c c e p te d  as a re v o c a ­
t i o n ,  e f f e c t i v e  f o r  th e  y e a r  fo l lo w in g  i t s  su b m iss io n .
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Revenue R u lin g  7 1 - 5 4 9 /s ta te s  t h a t  an u n tim e ly  e l e c t i o n  
i s  i n e f f e c t i v e  f o r  a l l  p u rp o s e s , and does n o t p r e c i p i t a t e  th e  
f iv e - y e a r  ”s i t  o u t ” re q u ire m e n t f o r  s u b m it t in g  an e l e c t i o n  in  a 
l a t e r  y e a r .
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The r e g u l a t i o n s / r e q u i r e  th e  c o rp o r a t io n  to  n o t i f y  th e  
D i s t r i c t  D i r e c to r ,  o r  S e rv ic e  C e n te r  D ir e c to r ,  w ith  whom th e  
o r i g in a l  e l e c t i o n  was f i l e d  o f  th e  e l e c t i o n ’s  te rm in a t io n  by d i s ­
q u a l i f i c a t i o n .  The n a tu r e  and d e t a i l s  o f  th e  d i s q u a l i f i c a t i o n  
must be s e t  f o r t h  in  th e  s ta te m e n t .  The s ta te m e n t  o f  r e v o c a t io n  
i s  a ls o  f i l e d  w ith  th e  same I n te r n a l  Revenue O f f i c e r ,  b u t m ust be 
s ig n e d  by a c o rp o r a te  o f f i c e r  and be accom panied by c o n se n ts  o f
th e  s h a r e h o ld e r s .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  E a rn in g s
D is t r i b u t io n  and money r e q u ire m e n t . Under th e  p re s e n t  
s t a t u t e ,  o n ly  c u r r e n t  d i s t r i b u t i o n s  in  money re d u c e  y e a r -e n d  t a x ­
a b le  income r e p o r t a b le  by th e  s h a r e h o ld e r s .  S im i la r ly ,  on ly  d i s ­
t r i b u t i o n s  in  money q u a l i f y  f o r  th e  " r e l a t i o n  b ack ” o f  p o s t - y e a r
113d iv id e n d s . P resum ab ly , t h i s  re q u ire m e n t has been im posed in
o rd e r  to  a v o id  prob lem s a t te n d in g  a d i s t r i b u t i o n  o f  a p p re c ia te d  
p r o p e r ty ,  e . g . ,  assum ing th e  s h a re h o ld e r  r e p o r t s  th e  d i s t r i b u t i o n  
a t  c u r r e n t  m arket v a lu e , sh o u ld  UTI be red u ced  by such  v a lu e , o r 
by th e  low er b a s i s  to  th e  d i s t r i b u t o r ;  in  th e  same s i t u a t i o n ,  
sh o u ld  th e  c o rp o r a t io n  re c o g n iz e  a s  income th e  a p p r e c ia t io n  upon
th e  d i s t r i b u t i o n  d a te ?
The i n t e r p r e t a t i o n  o f  t h i s  re q u ire m e n t has gone beyond 
th e  p u rp o se  d e s c r ib e d , and r a t h e r  has fo cu sed  on tr e a tm e n t  o f  
borrow ed back d iv id e n d s  a s  a c o rp o r a te  p ro p e r ty  d i s t r i b u t i o n .
T h is  i n t e r p r e t a t i o n  a g g ra v a te s  th e  d i f f i c u l t y  fa c e d  by s h a r e ­
h o ld e r s  in  e x t r a c t io n  o f  PTI w ith o u t ex p o su re  to  second  ta x a t io n
on th e  d i s t r i b u t i o n .  An exam ple i s  th e  R oesel1 1 4  c a s e ,  w here th e
c o rp o r a t io n  borrow ed back from  th e  s h a re h o ld e r s  d iv id e n d s  which 
had been p a id  to  them in  f i s c a l  y e a r -e n d  ch eck s two days p re v io u s ly .  
The c o rp o r a t io n  i s s u e d  d e b e n tu re s  and s h o r t - te r m  n o te s  in  a t o t a l  
amount eq u a l t o  th e  d iv id e n d . The c o u r t  h e ld  t h a t  th e  c o rp o r a te  
UTI was n o t re d u c e d  by th e  d iv id e n d s , and hence was f u l l y  ta x a b le  
to  th e  s h a r e h o ld e r s ,  who w ere a ls o  r e q u i r e d  to  r e p o r t  th e  deben­
tu r e s  and n o te s  as a d iv id e n d  from  c u r r e n t  e a rn in g s  and p r o f i t s .
A s i m i l a r  r e s u l t  o b ta in e d  in  th e  C la rk 15 c a s e , where March 
31 y e a r -e n d  d iv id e n d  ch eck s w ere borrow ed back  May 31 f o r  c o rp o ra te  
n o n - in te r e s t - b e a r in g  demand n o te s ,  and th e  n o te s  r e t i r e d  Ju ly  13.
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The c o u r t  h e ld  t h a t  a r e l a t i o n  back d iv id e n d  r e p o r t in g  was no t 
a v a i l a b l e ,  b ecau se  th e  u l t im a te  d iv id e n d  was n o t c o n s id e re d  to  
have been p a id  u n t i l  Ju ly  13 , more th a n  two and o n e -h a l f  m onths 
a f t e r  y e a r  end .
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In th e  D e T re v i l le /c a s e ,  th e  c o rp o r a t io n  is s u e d  d iv id e n d  
checks on i t s  December 31 y e a r  end , th e n , a few days l a t e r ,  s o ld  
s to c k  o f  a newly form ed s u b s id ia r y  to  th e  s h a re h o ld e r s  f o r  a cash  
p r i c e  eq u a l to  th e  d iv id e n d s  r e c e iv e d  by them . The c o u r t  con ­
s t r u e d  th e  two t r a n s a c t io n s  as c o n s t i t u t i n g  a p ro p e r ty  d iv id e n d , 
ta x a b le  to  th e  s h a re h o ld e r s  in  th e  p re c e d in g  c a le n d a r  y e a r ,  
so u rc e d  upon c o rp o r a te  e a rn in g s  and p r o f i t s .  The s h a re h o ld e rs  
w ere a ls o  ta x e d  upon th e  c o r p o r a t io n ’s  UTI f o r  th e  c a le n d a r  y e a r .
The c o u r t  re a so n e d  t h a t  e x tr a o r d in a r y  d e fe re n c e  sh o u ld  be acco rded  
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th e  §1375 income ta x  r e g u l a t i o n s .  F in a l ly ,  in  th e  S t e in /c a s e ,  
th e  c o u r t  r u le d  t h a t  money d iv id e n d s  w ere n o t e f f e c tu a te d  by 
c r e d i t s  to  lo a n  p a y a b le  a c c o u n ts  f o r  th e  s h a r e h o ld e r s .  The c o u r t  
d e c l in e d  to  ap p ly  th e  c o n s t r u c t iv e  r e c e i p t  d o c t r in e ,  w hich would 
t r e a t  c r e d i t s  to  a w ith d raw a b le  acco u n t as c o n s t r u c t iv e  paym ents.
E a rn in g s  and p r o f i t s  v . t a x a b le  incom e. The d e c is io n  o f 
C ongress to  a llo w  th e  S u b c h a p te r  S e l e c t i o n  by an e x i s t i n g  r e g u la r  
c o rp o r a t io n  r e q u i r e d  a c o n tin u e d  ’’s o u r c in g ” o f  a t  l e a s t  accumu­
l a t e d  e a rn in g s  and p r o f i t s  th ro u g h  th e  l a s t  p r e - e l e c t i o n  y e a r ,
when such  a c c u m u la tio n  was d i s t r i b u t e d  to  th e  s h a r e h o ld e r s .  The 
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r e g u la t io n s /p r o v id e  f o r  an e l e c t i o n  by th e  c o rp o r a t io n  w ith  c o n sen t 
o f  a l l  i t s  s h a r e h o ld e r s  to  t r e a t  d iv id e n d s , w hich would be PTI 
d i s t r i b u t i o n s ,  as d i s t r i b u t i o n s  from accum ula ted  e a rn in g s  and 
p r o f i t s .
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The p r i n c i p a l  d i f f i c u l t i e s  a r i s e  b e c a u se  th e  p r e s e n t  
r u l e s  r e q u i r e  a c o n tin u e d  d i s t i n c t i o n  betw een  e a r n in g s  and p r o f i t s  
and ta x a b le  incom e o f  th e  c o r p o r a t io n  f o r  i t s  e l e c t i o n  y e a r s .
T h is  d i s t i n c t i o n  r e q u i r e s  t h a t  a c u r r e n t  y e a r  d iv id e n d  o f  th e  c o r ­
p o r a t io n  be s o u rc e d  p a r t l y  upon c u r r e n t  incom e and p a r t l y  upon
119e x c e s s  e a r n in g s  and p r o f i t s .  T h is  p ro d u c e s  a t r e a tm e n t  l e s s
d e s i r a b l e  th a n  p a r t n e r s h i p  r e p o r t i n g ,  w here  e a rn in g s  n o t c o n s t i ­
t u t i n g  ta x a b le  incom e a re  added to  th e  b a se s  o f  th e  p a r t n e r s 1
i n t e r e s t s  in  th e  p a r t n e r s h i p ,  p e r m i t t i n g  them  to  w ith d raw  su ch  
120’’e a r n in g s  and p r o f i t s ’’ t a x  f r e e .
A f u r t h e r  p r a c t i c a l  d i f f i c u l t y  i s  p o sed  w here  th e  e l e c ­
t i n g  c o r p o r a t io n  h ad  th o u g h t i t s  c u r r e n t  d i s t r i b u t i o n  e q u a l to  t a x ­
a b le  incom e, e l im in a t in g  UTI, th e n  d is c o v e re d  t h a t  th e  p re s e n c e  o f  
e x c e s s  e a r n in g s  and p r o f i t s ,  s o u rc e d  to  th e  d iv id e n d , p ro d u ced  UTI 
a f t e r  a l l .  Many S u b c h a p te r  S c o r p o r a t io n s  have  b u y - s e l l  ag reem en ts  
f o r  r e t i r e m e n t  o f  s to c k  h e ld  by a d e c e a se d  s h a r e h o ld e r ,  and fu n d  
th e s e  a g reem en ts  w ith  key  man in s u ra n c e  p o l i c i e s .  The p o l ic y  m atu ­
r i t y  g a in  upon th e  d e a th  o f  an in s u r e d  s h a r e h o ld e r  c r e a t e s  s i g n i f ­
i c a n t  e a r n in g s  and p r o f i t s ,  and a s e r io u s  p rob lem  f o r  s o u r c in g
121c u r r e n t  y e a r  d iv id e n d s ,  a g g ra v a te d  by th e  h o ld in g  in  th e  E r ic k so n
c a s e  t h a t  th e  s to c k  red e m p tio n  d i s t r i b u t i o n  d id  n o t re d u c e  th e  UTI
(o r  a cc u m u la te d  e a r n in g s  and p r o f i t s )  o f  th e  c o r p o r a t io n .
A no ther s t r i c t  i n t e r p r e t a t i o n  i s  fo und  in  Revenue R u l­
122in g  7 0 -3 0 6 , w hich  p ro v id e s  t h a t  a bonus a c c ru e d  to  a c o n t r o l l i n g
s to c k h o ld e r  o f  a S u b c h a p te r  S c o r p o r a t io n ,  d is a l lo w e d  as a ded u c­
t i o n  b e c a u se  o f  i t s  u n t im e ly  paym en t, does n o t re d u c e  th e  c u r r e n t  
e a r n in g s  and p r o f i t s  o f  th e  e l e c t i n g  c o r p o r a t io n ,  even  th o u g h  i t
re d u c e s  th e  a cc u m u la te d  e a r n in g s  and p r o f i t s .  However, a l i b e r a l  
123i n t e r p r e t a t i o n  in  Revenue R u lin g  72-152  h as  ap p roved  a d o u b le
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b e n e f i t  f o r  a d iv id e n d  p a id  w i th in  th e  f i r s t  two and o n e -h a l f  
months o f  th e  f i r s t  e l e c t i o n  y e a r ,  t r e a t i n g  th e  d iv id e n d  b o th  as 
re d u c in g  UTI and c o n s t i t u t i n g  a r e l a t i o n  back d iv id e n d  f o r  th e  
p re c e d in g  r e g u la r  c o rp o r a t io n  y e a r ’s  u n d i s t r ib u t e d  p e rs o n a l  h o ld ­
in g  company incom e.
PTI l o c k - i n . The g e n e ra l  p la n  in te n d e d  by C ongress was
to  p ro v id e  a p a r a l l e l  in  S u b c h a p te r S and in  p a r tn e r s h ip  r e p o r t in g
th ro u g h  a b i l i t y  o f th e  s h a re h o ld e r s  to  w ithd raw , w ith o u t f u r t h e r
t a x a t i o n ,  th e  PTI w hich had been ta x e d  in  t h e i r  in d iv id u a l  r e t u r n s .
Numerous d i f f i c u l t i e s  a r i s e  in  a p p l i c a t io n  o f  t h i s  i n t e n t .  Rev­
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enue R u lin g  6 6 -1 7 2 /p ro v id e s  t h a t  t h i s  w ith d raw a l r u l e  la p s e s  upon 
th e  d e a th  o f  a m a rr ie d  s h a re h o ld e r  h o ld in g  s to c k  by th e  e n t i r e t i e s ,  
so  t h a t  a su b se q u e n t d iv id e n d  p a id  to  th e  s u r v iv in g  sp o u se  was 
ta x a b le  to  h e r ,  so u rc e d  upon p r e - e l e c t i o n  accum ulated  e a rn in g s  
and p r o f i t s .  I f  t h e r e  had been no p r e - e l e c t i o n  e a rn in g s  and 
p r o f i t s ,  and no c u r r e n t  e a rn in g s  and p r o f i t s  (based  upon d iv e r ­
gence in  e a rn in g s  and p r o f i t s  and ta x a b le  income r u l e s ) ,  th e  r e g ­
u l a t i o n s  would p e rm it r e t u r n  o f  c a p i t a l  r e p o r t in g  by th e  s u c c e s s o r
125
s h a r e h o l d e r . /  S p e c i f i c a l l y ,  th e  UTI r e p o r t in g  by th e  d eced en t and 
h i s  sp o u se  p r i o r  to  d e a th  w ould have red u ced  th e  c u r r e n t  e a rn in g s  
and p r o f i t s .
As p re v io u s ly  m en tio n ed , C ongress was aw are o f  th e
lo c k - in  prob lem  w here t h e r e  had been a te r m in a t io n  o f ,  o r  b reak
in ,  th e  e l e c t i o n ,  and th e  r e l a t i o n  back d iv id e n d  was added to  
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m it ig a g e  th e  lo c k - in  e f f e c t .  Revenue R u lin g  7 1 -1 0 2 /i n te r p r e t e d  
t h i s  r e l i e f  s t r i c t l y  by a c c e p t in g  th e  PTI d i s t r i b u t i o n  made on 
March 1 , fo l lo w in g  th e  l a s t  S u b c h a p te r  S y e a r ,  b u t r e j e c t i n g  th e  
J u ly  1 d i s t r i b u t i o n .
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A t h i r d  problem  i s  p re s e n te d  by th e  income ta x  r e g u la ­
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t io n s , /w h ic h  p ro v id e  t h a t  a d i s t r i b u t i o n  in  exchange f o r  s to c k  i s
n e v e r a PTI d i s t r i b u t i o n .  T h is  r e g u la t io n  a ls o  fo llo w ed  Revenue 
128
R uling  7 1 -2 6 6 ,/w h e re  th e  t r a n s f e r o r  c o rp o r a t io n  in  a ”C” r e o r g a n i ­
z a t io n ,  in  i t s  f i n a l  r e t u r n ,  p a id  a r e l a t i o n  back d iv id e n d  two 
m onths a f t e r  th e  p re c e d in g  ta x a b le  y e a r  end , and th r e e  months 
a f t e r ,  p a id  a d iv id e n d  o f  th e  f i n a l  p e r io d  UTI to  th e  s h a r e ­
h o ld e r s .  The R u lin g  a ls o  s t a t e s  t h a t  n e i th e r  d i s t r i b u t i o n  con­
s t i t u t e d  a §356 d iv id e n d .
However, th e  r e g u la t io n  was a p p lie d  in  Revenue R u ling
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7 6 -3 4 7 ,/w h ere  a cash  d i s t r i b u t i o n  made in  th e  c a le n d a r  month o f  
th e  §333 l i q u i d a t i o n  d id  no t re d u c e  th e  s o le  s h a r e h o ld e r ’s  PTI, 
and was t r e a t e d  as b o o t, p ro d u c in g  a l i q u i d a t i o n  g a in . The R uling  
n o te s  t h a t  PTI would have been red u ced  had th e  d iv id e n d  been p a id  
p r i o r  to  th e  p la n  a d o p tio n . Such d iv id e n d  would a ls o  have e l im i ­
n a te d  UTI f o r  th e  f i n a l  c o rp o r a t io n  y e a r .
An u n in te n d e d  lo c k - in  can  a r i s e  when a S u b ch ap te r S 
e l e c t i o n  i s  te rm in a te d ,  and t h e r e a f t e r  p a r t  o f  th e  s a l a r i e s  p a id  
d u r in g  e l e c t i o n  y e a r s  to  o f f i c e r  s h a re h o ld e r s  a re  d is a llo w e d  as 
e x c e s s iv e .  In th e  p a r t i c u l a r  c a s e ,  th e  s a l a r i e s  had no t been 
drawn c u r r e n t ly ,  b u t had been  p a r t l y  s a t i s f i e d  th ro u g h  is su a n c e  o f
bonus n o te s  to  th e  o f f i c e r s .  The e f f e c t  o f  th e  d is a llo w a n c e  was 
to  c r e a t e  PTI r e t r o a c t i v e l y ,  a t  a tim e  when th e  s h a r e h o ld e r s  were
u n a b le  to  ta k e  a PTI d i s t r i b u t i o n .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  L osses
W asted l o s s e s . No p a r a l l e l  to  p a r tn e r s h ip  r e p o r t in g  
was p ro v id e d  by C ongress f o r  c o rp o ra te  lo s s e s  a l lo c a b le  to  a 
s h a re h o ld e r  whose b a se s  f o r  s to c k  in ,  and lo a n s  t o ,  th e  c o rp o ra ­
t io n  had been e x h au ste d  by p re v io u s  lo s s e s  and d iv id e n d s ;  i . e . ,  
th e r e  i s  no p r o v is io n  f o r  a f u tu r e  y e a r  lo s s  d e d u c tio n  b ased  upon
an a d d i t io n a l  s to c k  in v es tm en t o r  lo a n  by th e  s h a re h o ld e r ,  o r  
130s h a re  o f  UTI, in  th e  l a t e r  y e a r .  The r e g u la t io n  makes th e  
r e s u l t  e x p l i c i t  by s t a t i n g  t h a t  th e  unused  lo s s  i s  n o t a llo w a b le  
as a d e d u c tio n  fo r  any ta x a b le  y e a r  (o r  any ta x p a y e r ) .
In  m ost c a s e s ,  c o rp o r a te  l o s s e s  can n o t exceed  th e  econ­
omic commitment o f  th e  s h a r e h o ld e r s ;  i . e . ,  no f u r t h e r  in v es tm en t 
would p re c lu d e  f u r t h e r  c o rp o ra te  e x p e n d i tu re s .  However, f r e ­
q u e n tly  th e  econom ic commitment ta k e s  th e  form  o f  lo a n  g u a r a n t ie s ,  
w hich do n o t q u a l i f y  as c o v e r in g  lo a n s ;  i . e . ,  th e  s h a re h o ld e r  has 
no b a s i s  u n t i l  he s a t i s f i e s  th e  g u a ra n ty . Absence o f  a ’’r e v i v a l ” 
p ro v is io n  p re v e n ts  v a l id a t io n  o f  th e  p r i o r  y e a r  lo s s  in  th e  l a t e r  
y e a r ,  when th e  s h a re h o ld e r  makes h i s  in v es tm en t by h o n o rin g  th e  
g u a ra n ty .
131Examples in c lu d e  th e  Borg c a s e ,  w here th e  s h a re h o ld e r  
132was a g u a ra n to r ,  and th e  Raynor c a s e ,  w here th e  s h a r e h o ld e r s ,
in  some c a s e s ,  had e x ec u te d  p e rs o n a l  n o te s  as c o l l a t e r a l  on th e  
133c o rp o r a te  books as s to c k h o ld e r  lo a n s .  In th e  Blum c a s e ,  th e
c o u r t  r e fu s e d  to  a c c e p t a g u a ra n te e d  bank lo a n  a s  a ”b a c k - to -b a c k ”
lo a n  from th e  c o r p o r a t io n  to  th e  s h a re h o ld e r  and th e n c e  to  th e  
134c o r p o r a t io n .  In th e  P e r ry  c a s e ,  th e  b a c k - to -b a c k  th e o ry  was 
r e j e c t e d  w here a p r e - d a te d  n o te  had been g iv e n  to  th e  s h a re h o ld e rs  
by th e  c o r p o r a t io n .
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Revenue R u lin g  7 0 -5 0 /a c c e p ts  payment o f  th e  bank lo a n
by th e  g u a ra n to r  s h a re h o ld e r  as c r e a t i n g  a lo a n  to  th e  c o rp o ra -  
136
t i o n  in  t h a t  y e a r ,  b u t Revenue R u lin g  7 1 -2 8 8 /s t a t e s  t h a t  such
d i r e c t  lo a n  s t a t u s  can n o t r e l a t e  back to  th e  y e a r  o f  th e  unused  
137 138
l o s s .  Revenue R u lin g  6 9 -1 2 5 /and th e  F ra n k e l/ c a s e  b o th  r e fu s e d  to
lo o k  th ro u g h  a p a r tn e r s h ip  composed o f  th e  s h a r e h o ld e r s  to  t r e a t
lo a n s  made by th e  p a r tn e r s h ip  as c o v e r in g  lo a n s  f o r  c o rp o r a te  
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lo s s e s  a l l o c a t e d  to  th e  s h a r e h o ld e r s .  The P ra s h k e r /c a s e  r e fu s e d  
to  a c c e p t a lo a n  by a d e c e d e n t ' s  e s t a t e  in  which th e  s h a re h o ld e r  
was th e  s o le  b e n e f ic ia r y .
P resum ab ly , th e  agency th e o ry  was n o t c o n s id e re d
a p p l ic a b le  in  any o f  th e s e  c a s e s ;  th e  c o u r t  looked  to  th e  s t a t e d
payee o r  le n d e r  h o ld in g  th e  c o rp o r a te  o b l ig a t io n .  In  Revenue 
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R u lin g  7 5 -1 4 4 ,/ a  c o v e r in g  s h a re h o ld e r  lo a n  was a c c e p te d  when th e
s to c k h o ld e r - g u a r a n to r  gave h is  n o te  to  th e  bank in  s a t i s f a c t i o n  
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o f  th e  o r i g in a l  n o te .  However, in  th e  Underwood/ c a s e , a r e p la c e ­
ment n o te  s u b s t i t u t e d  f o r  th e  o r i g in a l  n o te  g iv en  by a b r o th e r -  
s i s t e r  c o rp o r a t io n  was n o t a c c e p te d .
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C o rp o ra te  l o s s e s  w ere w asted  in  th e  Levy/ c a s e ,  w here 
th e  c o u r t  r u le d  t h a t  no lo s s  was a llo w a b le  to  th e  s h a re h o ld e r
s in c e  h i s  b a se s  f o r  s to c k  in ,  and lo a n s  t o ,  th e  c o rp o r a t io n  had 
been  red u c ed  to  z e ro ;  i . e . ,  th e s e  in v e s tm e n ts  had become w o r th le s s  
by th e  t a x a b le  y e a r  end o f  th e  c o r p o r a t io n .
D ire c t  lo a n  d is c o u n t  incom e. C o rp o ra te  l o s s e s  a l lo c a b le  
to  a s h a r e h o ld e r ,  and c o v e re d  o r  u t i l i z e d  by r e d u c t io n  o f  b a s is  
in  h i s  d i r e c t  lo a n s  to  th e  c o r p o r a t io n ,  a re  n o t ’’r e v e r s e d ” when 
th e  s h a re h o ld e r  has UTI f o r  a su b se q u e n t y e a r ;  i . e . ,  in  t h i s  c i r ­
cum stance , th e  s h a r e h o ld e r  has b o th  a PTI " a c c o u n t” w ith  th e  c o r ­
p o r a t io n  and a red u ced  b a s i s  lo a n .
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Thus, in  th e  C o rn e liu s / c a s e ,  th e  s e a s o n a l  lo a n  re p a y ­
m ents c o n s t i t u t e d  d is c o u n t incom e, in  a d d i t io n  to  th e  l e n d e r ’s 
UTI, even though a d d i t io n a l  lo a n s  w ere made b e fo re  y e a r  end. 
S ubsequent repaym ent by th e  c o rp o r a t io n  o f  lo a n  p r in c ip a l  p ro ­
duces d iv e rg e n t  r e s u l t s ,  depend ing  upon w h e th er th e  lo a n  i s  e v i ­
denced by a p ro m isso ry  n o te ,  o r  m ere ly  an open acco u n t on th e  
c o rp o r a te  r e c o r d s .
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Revenue R u lin g  64-162 /p r o v id e s  f o r  c a p i t a l  g a in  t r e a t ­
m ent, s in c e  n o te s  were in v o lv e d , b u t s t r e s s e s  t h a t  th e  d is c o u n t
145r e p o r t in g  m ust be r a t a b l e ,  i . e . ,  n o t c o s t  re c o v e ry . The Sm ith 
146
c a se  and Revenue R u lin g  6 8 -5 3 7 /re a c h e d  th e  o p p o s i te  o rd in a ry  d i s ­
co u n t income tr e a tm e n t  w here open a c c o u n ts  were in v o lv e d .
-3 1 -
S h a re h o ld e r  R e p o rtin g  -  O th e r M a tte rs
In v estm en t income s t a t u s  o f  S u b ch ap te r S Incom e. §1375
s p e c i f i c a l l y  p re c lu d e s  r e t i r e m e n t  income s t a t u s  f o r  S u b ch ap te r S
d i s t r i b u t i o n s  o u t o f  c u r r e n t  e a rn in g s  and p r o f i t s .  However,
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Revenue R u lin g  5 9 - 2 2 1 / t r e a t s  UTI as in v es tm en t incom e, i . e . ,  no t
s u b je c t  to  se lf-em p lo y m en t ta x .  On th e  o th e r  hand, th e  p roposed  
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minimum ta x  r e g u l a t i o n s / f o r  e x c e ss  in v es tm en t i n t e r e s t  expense  
(p re -1 9 7 2  y e a r s )  t r e a t  d iv id e n d s  and UTI as in v es tm en t income 
o n ly  to  th e  e x te n t  o f  th e  p o r t io n  a t t r i b u t a b l e  to  th e  c o rp o ra ­
t i o n ’s u n d e r ly in g  e x c e ss  in v es tm en t incom e.
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D eced en t’s  UTI. Revenue R u lin g  6 4 -3 0 8 /p ro v id e s  t h a t  
UTI a l lo c a b le  to  c o rp o r a te  e a rn in g s  r e a l i z e d  b e fo re  th e  d eceased  
s h a r e h o ld e r ’s d e a th , and ta x a b le  to  th e  c o n s e n tin g  d e c e d e n t’s 
e s t a t e ,  do n o t q u a l i f y  f o r  th e  income in  r e s p e c t  o f  a d eced en t 
d e d u c tio n . The R u lin g  re a so n s  t h a t  th e  d eced en t had no ’’acc ru ed  
r i g h t ” to  th e  income a t  h i s  d e a th . Double t a x a t io n  r e s u l t s  to  
th e  e x te n t  t h a t  such  UTI i s  t r e a t e d  as in c lu d e d  p ro p e r ty  u n d e r 
th e  e s t a t e  ta x  r e g u la t i o n s ,  and s u b je c t  t o  e s t a t e  t a x .
In v es tm en t c r e d i t . In  o rd e r  to  p re v e n t a ’’whipsaw” in  
th e  c a se  o f  in v es tm en t c r e d i t  ta k e n  by a c o rp o r a t io n  in  a p r e ­
e l e c t i o n  y e a r ,  and d isp o se d  o f  in  an e l e c t i o n  y e a r ,  th e  r e g u la -
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t i o n s / r e q u i r e  an agreem ent among th e  c o rp o r a t io n  and th e  s h a r e ­
h o ld e r s  c o l l e c t i v e l y  to  r e p o r t  and pay th e  in v es tm en t c r e d i t  
r e c a p tu r e  in  th e  y e a r  o f  a s s e t  d i s p o s i t i o n  o r  c e s s a t io n .  In  th e  
c a se  o f  in v es tm en t c r e d i t  e a rn e d  d u r in g  an e l e c t i o n  y e a r ,  th e  
s h a re h o ld e r s  u t i l i z i n g  th e  c r e d i t  on t h e i r  in d iv id u a l  r e tu r n s  a re  
o b l ig a te d  to  r e c a p tu r e  th e  c r e d i t  in  a f u tu r e  y e a r  when th e  a s s e t
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d i s p o s i t i o n  o r  c e s s a t io n  o c c u rs ,  o r  when a s h a re h o ld e r  d is p o s e s  
o f  more th a n  o n e - th i r d  o f  h i s  s to c k h o ld in g  owned in  th e  y e a r  o f 
c r e d i t  u t i l i z a t i o n . 151
These r u l e s  seem to  pose  a d m in is t r a t iv e  prob lem s f o r  
th e  I n te r n a l  Revenue S e rv ic e , s in c e  en fo rcem en t in v o lv e s  numerous 
e n t i t i e s ,  even though  on ly  one c o rp o r a t io n  p la c e d  th e  q u a l i f i e d  
p ro p e r ty  in  s e r v i c e .  In a d d i t io n ,  th e  c o u r t  t r e a t e d  a l a t e  c o r ­
p o r a t io n - s h a r e h o ld e r  in v es tm en t c r e d i t  r e c a p tu r e  agreem ent as
90
tim e ly  in  th e  B e ll  F ib re /P ro d u c ts  c a s e .
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SELECTED LEGISLATIVE PROPOSALS
In  A p r i l ,  1969, th e  A d m in is tr a t io n  p ro p o se d  an e x te n ­
s i v e  s e t  o f  r e v i s i o n s  in  th e  t r e a tm e n t  o f  S u b c h a p te r  S c o r p o r a ­
t i o n s  w hich  w ould make th e  t a x  r u l e s  f o r  th e s e  c o r p o r a t io n s  and 
t h e i r  s h a r e h o ld e r s  conform  m ore c lo s e l y  to  th e  p a r t n e r s h i p  r u l e s .  
The ch an g es w ere d e s ig n e d  to  s im p l i f y  th e  r u l e s ,  and f a c i l i t a t e  
c o m p lia n c e . Edwin Cohen, A s s i s t a n t  S e c r e ta r y  o f  th e  T re a s u ry  f o r  
Tax P o l i c y ,  in  h i s  A p r il  22 , 1969 s ta te m e n t ,  e x p la in e d  t h a t  th e s e  
r e v i s i o n s  had  been  w orked o u t th ro u g h  e x te n d e d  d i s c u s s io n s  w ith  
th e  Am erican B ar A s s o c ia t io n  Tax S e c t io n  C om m ittee , and w ere  
d e s ig n e d  to  e n la r g e  th e  number o f  com pan ies r e p o r t i n g  u n d e r  Sub­
c h a p te r  S, and to  s im p l i f y  r e p o r t i n g ,  p a r t i c u l a r l y  f o r  com pan ies 
t h a t  d id  n o t have  p r e - e l e c t i o n  r e g u l a r  c o r p o r a t io n  y e a r  f i l i n g s .
The p r o p o s a ls  in c lu d e d  th e  f o l lo w in g  ite m s :
1 . I n c r e a s e  in  maximum s h a r e h o ld e r  number from  10 to  15 a f t e r
The c o r p o r a t io n  had  r e p o r t e d  u n d e r  S u b c h a p te r  S f o r  f i v e  
y e a r s ,  o r  w here  th e  l a r g e r  number a ro s e  upon th e  d e a th  o f  a 
s h a r e h o ld e r  ( e n a c te d  in  th e  1976 Tax Reform  A c t) .
2 . T r e a t  s to c k  h e ld  by a husband  and w ife  in  a s u r v iv o r  c o -  
o w n e rsh ip  a s  one  s to c k h o ld e r  f o r  a l l  p u rp o se s  p r i o r  t o ,  o r  
a f t e r ,  th e  d e a th  o f  th e  s p o u s e .
3 . P e rm it d i f f e r e n c e s  in  v o t in g  r i g h t s  f o r  c l a s s i f i e d  common 
s to c k ,  and p r e c lu d e  any d i s q u a l i f y i n g  t r e a tm e n t  o f  ’’t h i n  
c o r p o r a t io n ” d e b t as a se c o n d  c l a s s  o f  s to c k .
4 . P e rm it a s to c k h o ld in g  by a g r a n to r  t r u s t  o r  a v o t in g  t r u s t ,  
o r  a 6 0 -day  t r a n s i t o r y  o w n e rsh ip  by a r e g u l a r  t r u s t  ( e n a c te d  
in  th e  1976 Tax Reform A c t) .
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5. E lim in a te  th e  p a s s iv e  income r e c e i p t s  t e s t .
6. G e n e ra lly  conform  a S u b c h a p te r S c o rp o r a t io n  ta x a b le  y e a r
a d o p tio n  o r  change to  th e  p a r tn e r s h ip  r u l e s ,  i . e . ,  p re c lu d e
a c o rp o r a t io n  f i s c a l  y e a r  en d in g  e a r ly  in  th e  c a le n d a r  y e a r  
152
a b se n t b u s in e s s  p u rp o se , e t c .  (The r e g u la t io n s / r e g a r d in g  
a u to m a tic  c o rp o r a t io n  p e r io d  change w ere amended in  1972 to  
e l im in a te  a u to m a tic  p e rm is s io n  w here th e  c o rp o r a t io n  in te n d e d  
to  e l e c t  im m ed ia te ly  a f t e r  th e  s h o r t  p e r io d  e f f e c t i n g  th e  
c h a n g e .)
7 . P e rm it an e l e c t i o n  f i l i n g  a t  any tim e  d u rin g  th e  y e a r  p r e ­
c e d in g  th e  e f f e c t i v e  y e a r .
8 . P e rm it an im m ediate renew al o f  th e  e l e c t i o n  a f t e r  an in a d ­
v e r t e n t  te r m in a t io n  by d i s q u a l i f i c a t i o n .
9 . Make th e  e f f e c t i v e  d a te  o f  a te r m in a t io n  by d i s q u a l i f i c a t i o n  
th e  o c c u rre n c e  o f  th e  d i s q u a l i f y in g  e v e n t ,  i . e . ,  n o t r e t r o ­
a c t iv e  to  th e  f i r s t  day o f  th e  t a x a b le  y e a r .
10. P e rm it r e v o c a t io n  o f  an e l e c t i o n  o n ly  by an a f f i r m a t iv e
r e n u n c ia t io n  o f  a new s h a r e h o ld e r  w i th in  60 days a f t e r  h i s
s to c k  a c q u i s i t i o n ,  o r  w i th in  60 days a f t e r  q u a l i f i c a t i o n  o f
a d e c e d e n t’s  p e rs o n a l  r e p r e s e n ta t i v e  (e n a c te d  in  th e  1976 
153Tax Reform A c t) .
11. Impose s o l e  r e s p o n s i b i l i t y  on th e  e l e c t i n g  c o r p o r a t io n  f o r  
in v e s tm e n t c r e d i t  r e c a p tu r e  on a s s e t  d i s p o s i t i o n  o r  c e s s a ­
t i o n ,  as to  c r e d i t  e a rn e d  in  p r e - e l e c t i o n  y e a r s .
12. A llo c a te  b o th  c o rp o r a te  e a rn in g s  and lo s s e s  to  s h a re h o ld e r s  
(a s  i f  p a r t n e r s )  on a d a i ly  b a s i s  th ro u g h  th e  y e a r ,  and d i s ­
re g a rd  a l l  money and p ro p e r ty  d i s t r i b u t i o n s  made d u r in g  th e  
y e a r .
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13. Allow a s e p a r a te  c a p i t a l  l o s s  p a s s - th ro u g h  to  th e  s h a re h o ld e rs .
14. S u b tra c t  i n t e r e s t  paym ents on t h in  c o rp o r a t io n  s h a re h o ld e r  
d eb t in  a r r i v i n g  a t  c o rp o r a te  income s u b je c t  to  a l l o c a t io n .
15. T re a t  S u b c h a p te r S e a rn in g s  as b u s in e s s  o r  in v es tm en t i n ­
come, depend ing  upon th e  c o r p o r a t io n ’s u n d e r ly in g  a c t i v i t i e s .
16. T re a t a l l  a c tu a l  d i s t r i b u t i o n s  as r e tu r n  o f  c a p i t a l  d iv id e n d s  
when made by a c o rp o r a t io n  w hich had e le c t e d  S u b ch ap te r S 
t re a tm e n t  f o r  a l l  y e a rs  o f  i t s  e x is te n c e .
17. P ro v id e  a s e g re g a te d  e l e c t i n g  y e a r  e a rn in g s  and p r o f i t s  
acco u n t f o r  th e  PTI o f  such  c o r p o r a t io n s .
18. In  th e  c a se  o f  a c o rp o r a t io n  e l e c t i n g  S u b c h a p te r S a f t e r  a 
r e g u la r  r e p o r t in g  y e a r ,  e l im in a te  th e  throw back r u l e  f o r
d i s t r i b u t i o n s  made in  th e  f i r s t  two and o n e -h a l f  m onths o f
th e  f i r s t  e l e c t i o n  y e a r .
19. P ro v id e  a s o u rc in g  r u l e  f o r  such  newly e l e c t i n g  c o rp o r a t io n s  
u n d e r which no d iv id e n d s  w ould be a t t r i b u t e d  to  p r e - e l e c t i o n  
accu m u la ted  e a rn in g s  and p r o f i t s  u n t i l  a l l  e l e c t i o n  years*
PTI (n o t e l e c t i o n  y e a r  e a rn in g s  and p r o f i t s )  had been d i s ­
t r i b u t e d .
20. P e rm it a PTI d i s t r i b u t i o n  f o r  one y e a r  a f t e r  th e  te r m in a t io n
o f  th e  e l e c t i o n .  T h is  d i s t r i b u t i o n  c o u ld  be in  th e  form o f
money o r  d eb t o b l ig a t io n s  o f  th e  c o r p o r a t io n ,  and c o u ld  be 
p a id  t o  th e  p e rso n s  owning th e  s to c k  (h o ld in g  th e  PTI) a t  
th e  d a te  o f  th e  a c tu a l  d i s t r i b u t i o n .
21. P ro v id e  a 120-day  r e l i e f  p e r io d  fo llo w in g  a f i n a l  d e te rm in a ­
t io n  t h a t  th e  c o r p o r a t io n  had  been  p re v io u s ly  d i s q u a l i f i e d ,  
and p e rm it a PTI d i s t r i b u t i o n  t o  p e rso n s  w ith  PTI ’’a c c o u n ts ” 
w i th in  such  p e r io d ,  a g a in  w ith  e i t h e r  money o r  d eb t o b l ig a ­
t io n s  o f  th e  c o r p o r a t io n .
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22. P ro v id e  a  s i m i l a r  120-day r e l i e f  p e r io d  w i th in  w hich s h a r e ­
h o ld e r s  c o u ld  rep a y  d iv id e n d s  made in  a y e a r  in te n d e d  to  
q u a l i f y  u n d e r S u b ch ap te r S, b u t l a t e r  d e te rm in e d  to  have been 
made in  a d i s q u a l i f i e d  y e a r .
23. The re p a y in g  s h a re h o ld e r  w ould recom pute  h i s  ta x  f o r  th e  
y e a r  o r  y e a rs  in  w hich th e  d iv id e n d s  had o r i g i n a l l y  been 
r e c e iv e d ,  b u t no i n t e r e s t  w ould be a llo w ed  on th e  r e s u l t i n g  
in d iv id u a l  ta x  r e fu n d s .  P r o v is io n  would a ls o  be made f o r
re p a y in g  th e  d iv id e n d s  n e t  o f  th e  com puted ta x  r e fu n d s .
24 . P ro v id e  f o r  r e s t o r a t i o n  o f  lo s s  red u ced  b a s is  in  a s h a r e ­
h o ld e r  lo a n  to  a c o rp o r a t io n  f o r  su b seq u e n t c o rp o ra te  e a r n ­
in g s , and t r e a t  as UTI o n ly  th e  e x c e ss  o f  such  c u r r e n t  e a r n ­
in g s  o v e r th e  b a s i s  r e s t o r a t i o n .
25. An unused  lo s s  a l l o c a t io n  to  a s h a re h o ld e r  would be a llow ed
in  a su b se q u e n t y e a r ,  when v a l id a t e d  o r  r e v iv e d  by in c re a s e  
in  b a s i s  f o r  h i s  s to c k  o r  d e b t.  T h is  lo s s  r e v iv a l  would n o t
be a v a i la b l e  to  a t r a n s f e r e e  s h a r e h o ld e r .
26. In  th e  c a s e  o f  a newly e l e c t i n g  S u b c h a p te r S c o rp o r a t io n ,  
ap p ly  e l e c t i o n  y e a r  o p e r a t in g  lo s s e s  f i r s t  t o  p r e - e l e c t i o n  
accu m u la ted  e a rn in g s  and p r o f i t s  b e fo re  m aking any c u r r e n t  
y e a r  l o s s  a l l o c a t io n .
27. T re a t  s to c k h o ld e r  d eb t d is c o u n t  income as o r d in a r y ,  w h e th er 
o r  n o t th e  d eb t was e v id e n c e d  by a n o te  o r  an open a c c o u n t.
In  1970, and a g a in  in  1971, Sm all B u sin e ss  Tax S im p li­
f i c a t i o n  and Reform B i l l s  w ere in tro d u c e d . T i t l e  VI o f  each  b i l l
would have in c r e a s e d  th e  maximum s h a r e h o ld e r  number to  15 from 
th e  o u t s e t ,  th e n  e n la rg e d  th e  number t o  25 a f t e r  f iv e  y e a rs  o f
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S u b c h a p te r S r e p o r t i n g  by a c o r p o r a t io n ,  and would have t r e a t e d  
a l l  b e n e f i c i a r i e s  o f  a d e c e d e n t 's  e s t a t e  as c o n s t i t u t i n g  one 
s to c k h o ld e r  f o r  t h i s  p u rp o se . In a d d i t io n ,  th e s e  b i l l s  would 
have p e rm itte d  60-day t r a n s i t o r y  s to c k  ow nersh ip  by a te s ta m e n ta ry  
t r u s t ,  and p e rm itte d  ow nersh ip  by a g ra n to r  t r u s t  o r  v o t in g  t r u s t .
Any new s to c k h o ld e r  in  an e l e c t i n g  c o rp o r a t io n  would 
have been deemed to  have c o n se n te d  to  th e  c o n tin u e d  e l e c t i o n ;  
r e v o c a t io n  o f  th e  e l e c t i o n  would have r e q u ir e d  ap p ro v a l o f  a t  
l e a s t  50 p e rc e n t  o f  th e  o u ts ta n d in g  s h a r e s .  S u b ch ap te r S d i s ­
q u a l i f i c a t i o n  from p a s s iv e  in v e s tm e n t r e c e i p t s  l a r g e r  th a n  20 p e r ­
c e n t  o f  t o t a l  r e c e i p t s  would n o t have o c c u rre d  u n t i l  such  c o n d i­
t io n  c o n tin u e d  f o r  a t  l e a s t  fo u r  c o n s e c u tiv e  y e a r s .  A 90-day  
c u r a t iv e  p e r io d  would have been p ro v id e d  fo r  a c o rp o r a t io n  to  
r e t i r e  s to c k  h e ld  by an i n e l i g i b l e  s to c k h o ld e r .  A c a r ry o v e r  lo s s  
r e v iv a l  p r o v is io n  would have been p ro v id e d , a llo w in g  a lo s s  to  be 
u t i l i z e d  by th e  s h a re h o ld e r  in v o lv e d  in  a f u tu r e  y e a r ,  from a l l o ­
c a te d  e a rn in g s  o r  a d d i t io n a l  in v e s tm e n t.
The Sm all B u sin e ss  T a x a tio n  B i l l  in tro d u c e d  in  1971 
would have in c re a s e d  th e  p e rm is s ib le  number o f  s h a re h o ld e r s  from 
10 to  30, and would have a llo w ed  s h a re  ow nersh ip  by a sm a ll b u s i ­
n e ss  in v es tm en t company.
In 1974, Congressm an R ostenkow ski in tro d u c e d  H.R. 12287, 
which would have  p ro v id e d  th e  same in c r e a s e s  in  maximum s h a r e ­
h o ld e r s  to  15 and 25; t r e a t e d  a l l  d i s t r i b u t e e s  o f  a deceased  
s h a re h o ld e r  as c o n s t i t u t i n g  one s to c k h o ld e r ;  p e rm itte d  s to c k  
ow nersh ip  by a sm a ll b u s in e s s  in v e s tm e n t company, g ra n to r  t r u s t ,  
o r  v o t in g  t r u s t ;  p e rm it te d  th e  60-day t r a n s i t o r y  ow nersh ip  by a 
te s ta m e n ta ry  t r u s t ;  p ro v id e d  f o r  r e v o c a t io n  o n ly  by c o n se n t o f  more
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th a n  50 p e r c e n t  o f  th e  s h a r e s  o u t s ta n d in g ;  d e f e r r e d  d i s q u a l i f i c a ­
t i o n  f o r  e x c e s s  p a s s iv e  in v e s tm e n t r e c e i p t s  u n t i l  th e  20 p e rc e n t  
c e i l i n g  had  been  ex ceed ed  f o r  t h r e e  y e a r s ;  p ro v id e d  th e  9 0 -day  
c o r p o r a te  c u r a t i v e  p e r io d  a f t e r  IRS n o t i f i c a t i o n  o f  d i s q u a l i f i c a ­
t i o n ;  and p ro v id e d  r e v i v a l  in  f u t u r e  y e a r s  o f  a s h a r e h o l d e r ’s  
c a r r y o v e r  o f  u n u se d  c o r p o r a te  l o s s e s  a l l o c a t e d  to  him .
The AICPA Tax D iv is io n  recommended an in c r e a s e  in
s h a r e h o ld e r  number to  15; p e r m is s ib le  s h a r e  o w n e rsh ip  by a v o t in g  
t r u s t  o r  g r a n to r  t r u s t ,  and te m p o ra ry  o w n ersh ip  by a te s ta m e n ta r y  
t r u s t ;  t r e a tm e n t  o f  s to c k  h e ld  by th e  s u r v iv o r s h ip  sp o u se  and th e  
e s t a t e  as one s to c k h o ld e r ;  d i s q u a l i f i c a t i o n  o n ly  upon an a f f i r m ­
a t i v e  r e f u s a l  by a new s h a r e h o ld e r  t o  c o n s e n t ;  and r e l a t i o n  back  
p o s t - y e a r  d iv id e n d s ,  e i t h e r  in  money o r  p r o p e r ty .
The A m erican B ar A s s o c ia t io n  S e c t io n  o f  T a x a tio n ,  in  
A ugust, 1976, recommended e l im in a t io n  o f  th e  p a s s iv e  incom e r e ­
c e i p t s  d i s q u a l i f i c a t i o n ,  p e r m is s ib le  o w n e rsh ip  by a v o t in g  t r u s t ,  
p e r m is s ib le  o w n e rsh ip  o f  a p r e v io u s ly  a c t iv e  c o r p o r a t io n  h e ld  as 
an i n a c t i v e  c o r p o r a t io n ,  p e r m is s ib le  o w n e rsh ip  o f  i n a c t i v e  c o rp o ­
r a t i o n s  h o ld in g  c e r t a i n  v a lu a b le  a s s e t s ,  f i l i n g  o f  th e  e l e c t i o n  
d u r in g  th e  12 m onths p re c e d in g  th e  e l e c t i o n  y e a r  up to  th e  f i r s t  
two and o n e - h a l f  m onths o f  th e  e l e c t i o n  y e a r ,  h o ld in g  o f  s to c k  by 
a b a n k ru p t ’s  e s t a t e ,  and  t r e a tm e n t  a s  one s to c k h o ld e r  o f  s i t u a ­
t i o n s  w here  m a r r ie d  p e rs o n s  own s to c k  in  c o -o w n e rsh ip  and i n d i ­
v i d u a l l y .  The S e c t io n  had  p r e v io u s ly  c o n s id e re d  th e  recom m enda­
t i o n  t h a t  r e n t a l s  r e c e iv e d  from  o c c u p a n ts  o f  sh o p p in g  c e n t e r s  and 
m o b ile  home p a rk s  n o t be c o n s id e r e d  d i s q u a l i f y i n g  r e n t s ,  and had  
s u b m it te d  t e c h n ic a l  comments in  s u p p o r t  o f  H. R. 12287.
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S to ck  O w nership and S iz e  T es t R ules
Recommendat io n s
1. S to c k h o ld e r  number l i m i t .  The l i m i t  on t o t a l  number o f  
s h a r e h o ld e r s  sh o u ld  be r e p e a 1ed
2. E l i g i b l e  s to c k h o ld e r s .  A ll r e s t r i c t i o n s  on e l i g i b l e  s h a r e ­
h o ld e r s  sh o u ld  be e l im in a te d ,  e x c e p t f o r  fo re ig n  p e rs o n s , and 
f o r  c o r p o r a te  ow ners f i l i n g  w ith  th e  SEC.
3 . C l a s s i f i e d  common s to c k .  V oting  and n o n v o tin g  s to c k  c l a s s e s  
sh o u ld  be p e rm i t te d .
4 . P r e f e r r e d  s to c k .  C o n s id e ra t io n  sh o u ld  be g iv en  to  a llo w in g  
a p r e f e r r e d  s to c k  i s s u e .
5. Tax-exem pt s to c k h o ld e r .  Income a l l o c a b l e  to  a tax -ex em p t 
o r g a n iz a t io n  s h a r e h o ld e r  sh o u ld  be t r e a t e d  as u n r e la te d  
b u s in e s s  income to  th e  o r g a n iz a t io n .
6. A f f i l i a t e d  g ro u p . A c o r p o r a t io n  w hich e n te r s  in to  a co n ­
s o l i d a t e d  r e t u r n  sh o u ld  be d i s q u a l i f i e d  f o r  a S u b c h a p te r S 
e l e c t i o n  e f f e c t i v e  f o r  th e  p e r io d s  co v e red  by su ch  f i l i n g s .
7. C o n so lid a te d  r e tu r n  e l e c t i o n .  A g e n e ra l  p e rm is s io n  to  t e r ­
m in a te  e x i s t i n g  c o n s o l id a te d  r e t u r n  e l e c t i o n s  sh o u ld  be 
g ra n te d  e f f e c t i v e  upon th e  l i b e r a l i z a t i o n  o f  th e  S u b c h a p te r  S 
e l e c t i o n  s to c k  o w n ersh ip  r u l e s .
8 . P u b l ic  c o r p o r a t io n .  A c o r p o r a t io n  w hich r e g i s t e r s  w ith  th e  
SEC u n d e r th e  1933 A ct, 1934 A ct, o r  1940 A ct, o r  o f f e r s  
s e c u r i t i e s  u n d e r R e g u la tio n  A sh o u ld  be i n e l i g i b l e .
9 . R e p r e s e n ta t iv e  s h a r e h o ld e r s .  I f  a s to c k h o ld e r  l i m i t  i s  
c o n tin u e d , a s to c k h o ld e r  w hich i s  an ESOP, TRASOP, SBIC, o r  
b a n k ru p tc y  t r u s t e e  sh o u ld  be exem pted from th e  s h a re h o ld e r  
number c o u n t .
10. S tock  c e r t i f i c a t e s .  S to ck  c e r t i f i c a t e s  sh o u ld  be r e g i s t e r e d  
o n ly  in  th e  name o f  th e  a c t u a l ,  n o t nom inee, ow ner.
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P a s s iv e  In v estm en t and F o re ig n  S ource R e c e ip ts
Recommendat io n s
1. P a s s iv e  in v e s tm e n t incom e. The l i m i t a t i o n  o f  p a s s iv e  i n ­
vestm en t income to  20 p e rc e n t  o f  g ro ss  r e c e i p t s  sh o u ld  be 
e l im in a te d .
2 . F is c a l  y e a r  fo r  in v es tm en t company. C o n s id e ra tio n  sh o u ld  
be g iv en  to  r e q u i r in g  th e  p a r tn e r s h ip  y e a r  r e p o r t in g  co n ­
fo rm ity  by a S u b c h a p te r S company s u b je c t  to  p e rs o n a l  h o ld ­
in g  company s t a t u s .
3. F is c a l  y e a r  w here r e p r e s e n ta t iv e  s h a r e h o ld e r s .  P a r tn e r s h ip  
y e a r  r e p o r t i n g  c o n fo rm ity  sh o u ld  be r e q u ir e d  when a 5 p e r ­
c e n t o r  l a r g e r  s h a re h o ld e r  i s  a n o th e r  c o r p o r a t io n ,  p a r t n e r ­
s h ip ,  o r  t r u s t  (o th e r  th a n  an ESOP, TRASOP, SBIC, b an k ru p tcy  
t r u s t e e ,  o r  fam ily  t r u s t ) .
4 . F o re ig n  s o u rc e  incom e. The l i m i t a t i o n  o f  fo r e ig n  so u rc e  
income to  80 p e rc e n t  o f  g ro s s  r e c e i p t s  sh o u ld  be e l im in a te d .
5. F o re ig n  ta x  c r e d i t .  An e l e c t i v e  p r o v is io n  sh o u ld  be a llow ed  
to  p a s s - th ro u g h  th e  f o r e ig n  ta x  c r e d i t  to  th e  s h a r e h o ld e r s .
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E le c t io n  and C onsen t P ro c e d u re
Recommendat io n s
1 . E le c t io n  w ith  r e t u r n .  F o r th e  i n i t i a l  e f f e c t i v e  t a x a b le  
y e a r ,  th e  e l e c t i o n  sh o u ld  be acc o m p lish e d  no l a t e r  th a n  th e  
c o r p o r a t io n  r e t u r n  f i l i n g  by th e  a tta c h m e n t t h e r e to  o f  th e  
e l e c t i o n  and c o n se n t fo rm s, as in  th e  m anner o f  th e  a f f i l i ­
a t io n  s c h e d u le  and s u b s id i a r y  c o n s e n ts  f i l e d  w ith  th e  c o n ­
s o l i d a t e d  c o r p o r a t io n  income ta x  r e t u r n .
2 . E a r ly  e l e c t i o n .  P r o v is io n  sh o u ld  a ls o  be made f o r  an 
i r r e v o c a b le  f i l i n g  o f  th e  e l e c t i o n  and c o n s e n ts  a t  any tim e  
from  th e  b e g in n in g  o f  th e  t a x a b le  y e a r  f o r  w hich th e  e l e c t i o n  
a p p l i e s  to  th e  e x te n d e d  due d a te  o f  th e  c o r p o r a t io n  r e t u r n .
3 . R e v o c a tio n . R e v o ca tio n  sh o u ld  be p e r m i t te d  a f t e r  two t a x ­
a b le  y e a rs  o f  th e  e l e c t i o n .  Such r e v o c a t io n  sh o u ld  r e q u i r e  
th e  s e p a r a t e  f i l i n g  o f  a s u i t a b l e  form , to g e th e r  w ith  th e  
c o n s e n ts  o f  s h a r e h o ld e r s  ow ning more th a n  50 p e rc e n t  o f  th e  
c o r p o r a t io n ’s s to c k .
4 . T im ing o f  r e v o c a t io n .  R e v o ca tio n  o f  th e  e l e c t i o n  sh o u ld  be 
e f f e c t i v e  a s  o f  th e  f i r s t  day o f  th e  t a x a b le  y e a r  fo l lo w in g  
th e  y e a r  w i th in  w hich th e  r e v o c a t io n  i s  f i l e d ,  u n le s s  th e  
r e v o c a t io n  i s  f i l e d  in  th e  f i r s t  two and o n e - h a l f  m onths o f  
th e  y e a r  to  w hich th e  e l e c t i o n  r e l a t e s .
5 . T im ing o f  t e r m in a t io n .  T e rm in a tio n  o f  an e l e c t i o n  by an 
u n c u re d  d i s q u a l i f i c a t i o n  s h o u ld  be e f f e c t i v e  on th e  f i r s t  
d a te  o f  th e  c o r p o r a t io n  y e a r  in  w hich th e  d i s q u a l i f y i n g  
e v e n t o c c u r re d .
6. C onsen t by t r a n s f e r e e .  A p e rs o n  who a c q u ir e s  s to c k  in  a 
S u b c h a p te r  S c o r p o r a t io n  by p u rc h a s e , g i f t ,  i n h e r i t a n c e ,  
d iv o r c e ,  ex ch an g e , o r  o th e r w is e ,  i s  c o n c lu s iv e ly  presum ed to  
c o n se n t to  c o n t in u a t io n  o f  th e  e l e c t i o n .
7 . C onsen t by c u s to d ia n .  A c o n se n t f o r  S u b c h a p te r  S s to c k  h e ld  
f o r  a w ard u n d e r  th e  U niform  G if t  t o  M inors Act sh o u ld  be 
s ig n e d  by th e  c u s to d ia n ,  r a t h e r  th a n  by th e  ward o r  h i s  
g u a rd ia n .
8 . C onsen t by l i f e  t e n a n t .  A c o n se n t f o r  s to c k  h e ld  in  a l e g a l  
l i f e  e s t a t e  s h o u ld  be s ig n e d  by th e  l i f e  t e n a n t .
9 . C onsen t by o th e r  r e p r e s e n t a t i v e s .  A c o n s e n t f o r  s to c k  h e ld  
in  t r u s t ,  o r  by a c o r p o r a t io n  o r  p a r t n e r s h i p ,  sh o u ld  be 
s ig n e d  by a t r u s t e e ,  o f f i c e r ,  o r  p a r t n e r ,  on b e h a lf  o f  th e  
ow ner.
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10. Cure o f  d i s q u a l i f i c a t i o n .  In  th e  e v e n t o f  a d e f e c t iv e  
e l e c t i o n  o r  t e r m in a t io n  by d i s q u a l i f i c a t i o n  o f  a c o rp o r a ­
t i o n ,  an o p t io n  s h o u ld  be p ro v id e d  u n d e r  w hich th e  d i s q u a l i ­
f i c a t i o n  can  be c u re d  by c o r p o r a te  a c t io n  ta k e n  w i th in  th e  
9 0 -d ay  p e r io d  fo l lo w in g  fo rm a l n o t i f i c a t i o n  by th e  I n t e r n a l  
Revenue S e rv ic e  o f  th e  d i s q u a l i f i c a t i o n ,  w ith  a r e a s o n a b le  
c a u se  e x te n s io n  p e rm i t te d  by th e  IRS.
11. E le c t io n  presum ed v a l i d .  E xcep t in  th e  c a s e  o f  an i n e l i ­
g ib le  f o r e ig n  o r  SEC f i l i n g  s h a r e h o ld e r ,  a S u b c h a p te r  S 
e l e c t i o n  and c o n s e n ts  sh o u ld  be presum ed v a l i d  18 m onths 
a f t e r  t h e i r  f i l i n g  has been c o m p le ted  w ith  th e  I n t e r n a l  
Revenue S e r v ic e .
12 . R e - e le c t io n  w ith o u t  d e la y . A c o r p o r a t io n  w hich s u f f e r s  an 
u n c u re d  d i s q u a l i f i c a t i o n  s h o u ld  be a llo w e d  to  r e - e l e c t  
e f f e c t i v e  f o r  i t s  n e x t t a x a b le  y e a r  f o r  w hich th e  c o rp o r a ­
t i o n  incom e ta x  r e t u r n  has n o t y e t  been f i l e d .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  E a rn in g s
Recommendat io n s
1. C u rre n t c a sh  d iv id e n d s . Money d i s t r i b u t i o n s  n o t earm arked  
in  paym ent o f  an undraw n d iv id e n d  acco u n t (Recom m endation 5. 
below ) sh o u ld  be r e p o r te d  as ’’n o n q u a lify in g  d iv id e n d s ” , 
i n e l i g i b l e  f o r  th e  d iv id e n d s  r e c e iv e d  e x c lu s io n ,  by an 
in d iv id u a l  s h a r e h o ld e r ,  and i n e l i g i b l e  f o r  th e  d iv id e n d s  
r e c e iv e d  d e d u c tio n  by a c o rp o r a te  s h a r e h o ld e r ,  t o  th e  e x te n t  
such  d i s t r i b u t i o n s  do n o t exceed  th e  ta x a b le  income o f  th e  
c o r p o r a t io n  fo r  th e  y e a r  o f  d i s t r i b u t i o n .
2. C u rre n t p ro p e r ty  d iv id e n d s . D i s t r i b u t io n s  o f  p r o p e r ty  by a 
c o r p o r a t io n  w hich i s  n o t s u b je c t  to  Code §1378, and w hich 
do n o t rep a y  an undrawn d iv id e n d  acco u n t (se e  Recommenda­
t i o n  5. b e lo w ), sh o u ld  b o th  re d u c e  th e  u n d i s t r i b u t e d  ta x a b le  
income o f  th e  c o r p o r a t io n  and be r e p o r te d  as a ’’n o n q u a l i f y ­
in g ” d iv id e n d  by th e  s h a r e h o ld e r  in  th e  amount o f  th e  b a s i s  
to  th e  c o r p o r a t io n  o f  th e  d i s t r i b u t e d  p r o p e r ty .
3 . ’’One s h o t ” c u r r e n t  p r o p e r ty  d iv id e n d s .  A d i s t r i b u t i o n  o f  
p r o p e r t y , w hich i f  s o ld  would be s u b je c t  to  Code §1378, 
sh o u ld  re d u c e  th e  u n d i s t r i b u t e d  ta x a b le  income o f  th e  c o r ­
p o r a t io n ,  and be r e p o r te d  by th e  d i s t r i b u t e e  s h a r e h o ld e r ,  
w h e th er in d iv id u a l  o r  c o r p o r a te ,  a t  th e  f a i r  m ark e t v a lu e  
o f  th e  p r o p e r ty .  The e x c e ss  v a lu e  o v e r th e  c o r p o r a t io n ’s 
b a s i s  sh o u ld  be ta x e d  to  th e  c o r p o r a t io n  as a r e a l i z e d  g a in .
4 . Undrawn e a r n in g s .  The u n d i s t r i b u t e d  ta x a b le  income o f  th e  
c o r p o r a t io n  sh o u ld  be r e p o r t e d  by th e  s h a r e h o ld e r s ,  a t  c o r ­
p o r a te  y e a r  end , in  th e  r a t i o  o f  t h e i r  ” d a y s / s h a r e s ” f r a c ­
t i o n a l  s to c k  o w n e rsh ip , as undraw n d iv id e n d s .
5. Undrawn d iv id e n d  a c c o u n t. An undraw n d iv id e n d  acco u n t 
( ” UDA" ) s h o u ld  be e s t a b l i s h e d  f o r  each  s h a r e h o ld e r  who 
r e p o r t s  an undraw n d iv id e n d . Paym ents in  money o r  p ro p ­
e r t y ,  r e c e iv e d  by a h o ld e r ,  o f  an undraw n d iv id e n d  acco u n t 
b a la n c e  sh o u ld  be n o n ta x a b le ,  i r r e s p e c t i v e  o f  th e  c o rp o r a te  
s t a t u s  a t  th e  tim e  o f  such  paym ent.
6. Debt s t a t u s  o f  UDA. The UDA sh o u ld  be in  th e  n a tu r e  o f  
d e b t f o r  l o c a l  law  p u rp o se s  so  t h a t  i t  can  be t r a n s f e r r e d  
by a s h a r e h o ld e r ,  and so  t h a t  s e l e c t i v e  ( n o n r a ta b le )  r e p a y ­
m ents can be made by th e  c o r p o r a t io n .
7 . UDA exem ption  from  §482. I n t e r e s t  income sh o u ld  n o t be 
im puted  to  UDA h o ld e r s ,  o r  i n t e r e s t  expense  to  th e  c o rp o r a ­
t i o n ,  u n d e r Code §482.
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8. UDA repaym en ts w ith  p r o p e r ty .  I f  a c o rp o r a t io n  d e s ig n a te s  
th e  d i s t r i b u t i o n  o f  a p p re c ia te d  p ro p e r ty  in  repaym ent o f  a 
UDA, g a in  sh o u ld  be re c o g n iz e d  and ta x e d  to  th e  c o rp o r a t io n .  
I f  a d e p r e c ia te d  p r o p e r ty  d i s t r i b u t i o n  i s  d e s ig n a te d , no 
lo s s  sh o u ld  be re c o g n iz e d  o r  a llow ed  to  th e  c o r p o r a t io n .
In any e v e n t, th e  s h a re h o ld e r  sh o u ld  ta k e  th e  c u r r e n t  f a i r  
m arket v a lu e  as h is  b a s i s  f o r  th e  p ro p e r ty  r e c e iv e d ,  w hether 
th e  r e c i p i e n t  be an in d iv id u a l  o r  c o rp o r a te  s h a r e h o ld e r .
9 . E xcess d iv id e n d s . D i s t r i b u t i o n s ,  n o t d e s ig n a te d  as UDA 
re p a y m e n ts , which exceed  th e  c u r r e n t  ta x a b le  income o f  th e  
c o r p o r a t io n  sh o u ld  be r e p o r te d  as r e t u r n  o f  c a p i t a l  
d iv id e n d s  by th e  s h a r e h o ld e r s ,  u n le s s  such  d i s t r i b u t i o n s  
a re  so u rc e d  to  e a rn in g s  and p r o f i t s  accum ulated  d u rin g  a 
ta x a b le  y e a r  when th e  c o r p o r a t io n  d id  no t e l e c t  S u b ch ap te r S, 
in  w hich c a se  th e  p r e s e n t  s t r a i g h t  c o rp o r a t io n  d iv id e n d  
r u l e s  sh o u ld  a p p ly .
10. E a rn in g s  and p r o f i t s  d u r in g  e l e c t i o n .  The e a rn in g s  and 
p r o f i t s  o f  a c o r p o r a t io n ,  d u r in g  th e  p e r io d  o f a Subchap­
t e r  S e l e c t i o n ,  in  e x c e ss  o f  th e  ta x a b le  income o f  th e  c o r ­
p o r a t io n ,  sh o u ld  be accum ulated  in  a r e t a in e d  n o n ta x a b le  
e a rn in g s  acco u n t from which th e  c o rp o r a t io n  can pay d e s ig ­
n a te d  r e tu r n  o f  c a p i t a l  d iv id e n d s  to  th e  s h a r e h o ld e r s .
11. Deemed c a p i t a l  g a in s .  C a p ita l  g a in s  r e p o r t a b le  u n d e r §631 
sh o u ld  be exempt from §1378 t r e a tm e n t .
12. W asted p ro p e r ty  b a s i s .  B a s is  w asted  in  a d e p re c ia te d  p ro p ­
e r ty  d i s t r i b u t i o n ,  o th e rw is e  s u b je c t  to  §1378 (No. 3 ab o v e), 
o r  a UDA repaym ent (No. 8 ab o v e ), sh o u ld  be a llo w ed  to  a 
d i s t r i b u t e e  s h a re h o ld e r  upon a su b seq u e n t g a in  d i s p o s i t i o n ,  
as in  §267( d ) .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  L osses
Recommendat io n s
1. Unused lo s s  a c c o u n t . The p r e s e n t  law  w hich a l l o c a t e s  an 
o p e r a t in g  lo s s  f o r  th e  y e a r  in  th e  r a t i o  o f  d a i ly  s to c k  own­
e r s h ip  sh o u ld  be c o n tin u e d . A s h a r e h o ld e r  sh o u ld  be p e rm it ­
te d  to  e s t a b l i s h  an unused  lo s s  a cc o u n t (ULA) f o r  o p e r a t in g  
lo s s e s  a l l o c a t e d  to  him w hich exceed  th e  t o t a l  o f  h i s  s to c k  
b a s i s ,  lo a n s  to  th e  c o r p o r a t io n ,  and u n re p a id  UDA. The b a l ­
ance in  such  ULA sh o u ld  be d e d u c t ib le  in  a su b se q u e n t ta x a b le  
y e a r ,  d o l l a r  f o r  d o l l a r ,  a g a in s t  in c r e a s e s  d u r in g  t h a t  y e a r  
in  h i s  s to c k  in v e s tm e n t, d i r e c t  lo a n s ,  o r  UDA.
2. C a p ita l  l o s s  p a s s - th r o u g h . A n e t  c a p i t a l  l o s s  s u s ta in e d  by a 
c o rp o r a t io n  sh o u ld  be r e p o r te d  ’’b ro a d ” by th e  s h a r e h o ld e r s
in  th e  r a t i o  o f  t h e i r  d a y s /s h a re s  f r a c t i o n a l  s to c k  o w nersh ip  
d u r in g  th e  y e a r .
3 . Sequence o f  b a s i s  r e d u c t io n s .  B a s is  r e d u c t io n s  from  a l l o ­
c a t io n  o f  o p e r a t in g  o r  c a p i t a l  l o s s e s  sh o u ld  be made f i r s t  
to  th e  S u b c h a p te r  S s to c k h o ld e r ’s  s to c k  in v e s tm e n t, second  
to  h i s  d i r e c t  lo a n  in v e s tm e n t, and t h i r d  to  h i s  UDA b a la n c e .
4 . UDA and lo a n  d is c o u n t  incom e. R e a l iz a t io n  o f  d is c o u n t 
income from th e  c o r p o r a t i o n 's repaym ent o f  a d i r e c t  lo a n  o r  
UDA whose b a s i s  has been red u c ed  from c u r r e n t  y e a r  o r  f u tu r e  
y e a r  lo s s  u t i l i z a t i o n  (p e r  Recommendation 1 . a b o v e ), sh o u ld  
be r e p o r te d  by th e  s h a r e h o ld e r  o r  UDA h o ld e r  as o rd in a ry  
incom e.
5. B a s is  r e s t o r a t i o n .  U n d is t r ib u te d  ta x a b le  income a l l o c a b le  
to  a s h a r e h o ld e r  h o ld in g  s to c k  o r  a d i r e c t  lo a n  to  th e  c o r ­
p o r a t io n ,  w ith  re d u c e d  o r  no b a s i s  f o r  l o s s  u s a g e , o r  a
ULA, sh o u ld  be a p p l ie d  f i r s t  to  th e  ULA, seco n d  to  th e  d i r e c t  
lo a n  b a s i s  r e s t o r a t i o n ,  and t h i r d  to  th e  s to c k  b a s i s  r e s t o ­
r a t i o n .
6. UDA c o m b in a tio n . P ro c ee d s  from  s a l e  o f  a UDA comm ingled 
w ith  s to c k ,  o r  o f  a UDA c o n t r ib u te d  by i t s  h o ld e r  to  c o rp o ­
r a t e  c a p i t a l ,  sh o u ld  be a l l o c a t e d  f i r s t  to  th e  fa c e  amount 
o f  th e  UDA.
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S h a re h o ld e r  R e p o rtin g  -  D e fe c tiv e  E le c t io n
Recommendat io n s
1. D iv idend  repaym ent a f t e r  d i s q u a l i f i c a t i o n .  In  th e  ev en t o f  
a d e f e c t iv e  e l e c t i o n ,  n o t c u re d  by c o rp o r a te  a c t io n  a f t e r  
IRS n o t i f i c a t i o n ,  s h a r e h o ld e r s  who have r e p o r te d  a c tu a l  
d iv id e n d s  o r  h o ld  UDA’s sh o u ld  be a llo w ed  a d e d u c tio n  under 
a l t e r n a t i v e  c o m p u ta tio n s , as in  th e  m anner o f  Code §1341, 
f o r  repaym ent o f  such  d iv id e n d s  w ith in  a 60-day p e r io d  f o l ­
low ing  e x p i r a t i o n  o f  th e  90 -day  c u r a t iv e  p e r io d  a llo w ed  to  
th e  c o r p o r a t io n  u n d er Recommendation 10. o f  E le c t io n  and 
C onsent P ro c e d u re . A re a s o n a b le  c a u se  e x te n s io n  o f  th e  
60-day  p e r io d  sh o u ld  be p ro v id e d  w ith  IRS p e rm is s io n .
2. Im proper c o n s e n tin g  s h a r e h o ld e r .  In  th e  ev en t an e l e c t i o n  
has become c o n c lu s iv e ly  v a l id  18 m onths a f t e r  i t s  f i l i n g ,  a 
nom inee s h a r e h o ld e r  o r  o th e r  p e rso n  who has e x e c u te d  th e  
c o n se n t f o r  s h a r e s  b e n e f i c i a l l y  owned by a n o th e r  p e rso n  i s  
r e s p o n s ib le  f o r  r e p o r t in g  th e  c o rp o r a te  income a l lo c a b le  to  
th o s e  s h a r e s .
3. C o rp o ra te  ta x  on u n a l lo c a te d  incom e. In th e  ev en t a d e fe c ­
t i v e  e l e c t i o n  o r  S u b c h a p te r  S d i s q u a l i f i c a t i o n  i s  c u re d  by 
th e  c o r p o r a t io n  in  such  a way t h a t  th e  e n t i r e  income can n o t 
be a l l o c a t e d  to  th e  s h a r e h o ld e r s  o f  th e  c o r p o r a t io n ,  any 
u n a l lo c a te d  income sh o u ld  be ta x e d  as c o rp o r a te  income f o r  
th e  y e a r  e a rn e d , a t  a 48 p e rc e n t  r a t e .
4 . C o rp o ra te  lo s s e s  d u r in g  u n cu red  d i s q u a l i f i c a t i o n .  C o rp o ra te  
lo s s e s  s u s ta in e d  d u r in g  ta x a b le  y e a rs  o f  an a tte m p te d  Sub -  
c h a p te r  S e l e c t i o n ,  w hich was d i s q u a l i f i e d  and u n c u re d , 
sh o u ld  be a v a i l a b l e  as a n e t  o p e r a t in g  lo s s  c a r ry b a c k  o r  
c a r ry o v e r  to  y e a r s  in  w hich th e  c o r p o r a t io n  p a id  r e g u la r  
ta x e s .  T ax ab le  incom es o f  th e  s h a r e h o ld e r s  d u r in g  th e  y e a rs  
o f  th e  a tte m p te d  S u b c h a p te r S e l e c t i o n  m ust be in c re a s e d  by 
th e  amount o f  th e  u n a llo w a b le  c o rp o r a te  lo s s  u sa g e .
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S h a re h o ld e r  R e p o r tin g  -  O th e r M a tte rs
Recommendat io n s
1. In v es tm en t c r e d i t .  In v es tm en t c r e d i t  r e c a p tu r e  sh o u ld  be 
p a id  by th e  s h a r e h o ld e r s  f o r  any c r e d i t  e a rn ed  by th e  c o r ­
p o r a t io n  d u r in g  an e l e c t i o n  y e a r .  In a d d i t io n  to  p r e s e n t  
r e p o r t i n g ,  an in fo rm a tio n  r e tu r n  sh o u ld  a ls o  be made by th e  
c o rp o r a t io n  to  each  s h a re h o ld e r  f o r  any d i s p o s i t i o n  which 
re d u c e s  h is  s to c k  o w n ersh ip  to  l e s s  th a n  6 6 -2 /3  p e rc e n t  o f  
h i s  o w n ersh ip  p r e v a i l i n g  a t  th e  d a te  th e  in v e s tm e n t c r e d i t  
was e a rn e d .
2. L i t i g a t i o n  a t  S u b c h a p te r  S c o rp o r a t io n  l e v e l .  P ro v is io n  
sh o u ld  be made in  th e  Code f o r  l i t i g a t i o n  by a S u b c h a p te r  S 
c o r p o r a t io n ,  in  th e  U. S. Tax C o u rt, o f  a d ju s tm e n ts  p ro p o sed  
by th e  I n te r n a l  Revenue S e rv ic e  to  i t s  ta x a b le  income o r 
l o s s .  However, a s h a r e h o ld e r  o r  group o f  s h a r e h o ld e r s  
h o ld in g  more th a n  5 p e rc e n t  o f  th e  c o r p o r a t io n ’s s to c k  f o r  
th e  y e a r  in  d is p u te  sh o u ld  be g iv en  a u to m a tic  s ta n d in g  to  
in te r v e n e  in  th e  p ro c e e d in g .
3. UDA -  no t income in  r e s p e c t  o f  a d e c e d e n t. A f u l l  §1014 
(n o t § 1 0 2 3 ) b a s i s  sh o u ld  be a llo w ed  f o r  th e  UDA h e ld  by a 
d e ce ase d  s h a r e h o ld e r  on h i s  d e a th . T h is  w i l l  p e rm it th e  
s h a r e h o ld e r ’s  e s t a t e  o r  h i s  b e n e f i c i a r i e s  to  c o l l e c t  p a y ­
ment o f  th e  UDA w ith  no f u r t h e r  ta x .
4 . S t a tu t e  o f  l i m i t a t i o n s .  The l i m i t a t i o n  p e r io d  f o r  a s h a r e ­
h o l d e r ’s  r e p o r t a b le  S u b c h a p te r  S income o r  lo s s  sh o u ld  
ex ten d  f o r  one y e a r  a f t e r  th e  e l e c t i n g  c o r p o r a t io n ’s  l i m i ­
t a t i o n  p e r io d  has e x p ir e d .
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S to c k  O w nership  and S iz e  T e s t R ules
D is c u s s io n
1. S to c k h o ld e r  number l i m i t . The p r e s e n t  10 (som etim es 15) 
s h a r e h o ld e r  number l i m i t a t i o n  i s  d e s ig n e d  to  c o n f in e  Sub­
c h a p te r  S e l e c t i o n  b e n e f i t s  to  sm a ll b u s in e s s  c o r p o r a t io n s ,  
as w e ll  as to  p e rm it  a d m in i s t r a t iv e  c o n v e n ie n c e . The r e ­
s t r i c t i v e  number l i m i t a t i o n  c r e a t e s  s e r io u s  d i f f i c u l t i e s
w here a b u s in e s s  fo u n d e r  w ish e s  to  g iv e ,  d u r in g  h i s  l i f e t i m e  
o r  by w i l l ,  s to c k  to  c h i ld r e n  o r  to  key em p loyees. The 
p o l ic y  o f  c o n f in in g  S u b c h a p te r  S r e p o r t i n g  to  sm a ll  c o rp o ­
r a t i o n s  can  be a c h ie v e d  th ro u g h  a more s p e c i f i c a l l y  d e s ig n e d  
q u a l i f i c a t i o n  t e s t .  Use o f  th e  UDA and ULA a c c o u n ts  p r o c e ­
d u re  p e rm its  a d m in i s t r a t iv e  s i m p l i f i c a t i o n  f o r  a c o r p o r a t io n  
w ith  a l a r g e  number o f  s h a r e h o ld e r s .  In any e v e n t ,  i t  i s  
c o n s id e re d  u n l ik e l y  t h a t  a c o r p o r a t io n  w ith  a s i z a b l e  number 
o f  s h a r e h o ld e r s ,  e x c e p t w here o n ly  fa m ily  members o r  a c t iv e  
em ployees own s to c k ,  w i l l  be a b le  to  o b ta in  th e  unanim ous
c o n se n t to  e f f e c t  an e l e c t i o n .
2 . E l i g i b l e  s t o c k h o ld e r s . The e x i s t i n g  d i s q u a l i f i c a t i o n  o f  a 
t r u s t  o r  c o r p o r a t io n  as an e l i g i b l e  S u b c h a p te r  S s h a r e h o ld e r  
was p ro v id e d  in  th e  Code when o n ly  m o d era te  c u rb s  w ere p r e s e n t  
to  r e s t r i c t  th e  u s e  o f  ’’t a x - p a id ” a c c u m u la tio n  d i s t r i b u t i o n s  
by t r u s t s ,  and m u l t i p le  s u r t a x  ex em p tio n s by a c o n t r o l l e d  
g roup  o f  c o r p o r a t io n s .  The u n l im i te d  a c c u m u la tio n  d i s t r i b u ­
t i o n  t a x a t io n  r u l e ,  w hich became e f f e c t i v e  in  1969, and th e  
e l im in a t io n  o f  th e  m u l t i p le  c o r p o r a te  s u r t a x  exem ption  b e n e ­
f i t ,  e f f e c t i v e  in  1975, makes i t  p o s s ib l e  f o r  S u b c h a p te r  S 
e a rn in g s  to  be r e p o r t e d  by t r u s t  o r  c o r p o r a t io n  s h a r e h o ld e r s  
w ith o u t c r e a t i n g  undue ta x  a v o id a n c e  o p p o r t u n i t i e s .
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Use o f  th e  undraw n d iv id e n d  p ro c e d u re  makes S u b ch ap te r S 
s to c k  ow nersh ip  by a t r u s t ,  c o r p o r a t io n ,  o r  p a r tn e r s h ip  
f e a s i b l e ,  s in c e  a l l  s h a re h o ld e r  r e p o r t in g  would ta k e  th e  form 
o f  d iv id e n d s . See th e  d is c u s s io n  u n d e r th e  undrawn d iv id e n d
p r o p o s a l .
No ta x  i s  av o id ed  when S u b ch ap te r S s to c k  i s  owned by a sm a ll 
b u s in e s s  in v es tm en t company, s in c e  th e  n o n q u a li f ie d  d iv id e n d  
s t a t u s  o f  th e  a c tu a l  and undraw n S u b c h a p te r S d iv id e n d s  p r e ­
c lu d e s  th e  d iv id e n d s  r e c e iv e d  d e d u c tio n  on t h i s  s to c k h o ld e r ’s
r e tu r n .  O w nership by an SBIC i s  d e s i r a b l e ,  as p rom oting  th e  
p o l ic y  o f  governm ent sp o n so red  e q u ity  and lo an  f in a n c in g  o f 
sm a ll b u s in e s s  th ro u g h  th e s e  in v es tm en t com pan ies.
C o n s id e ra t io n  was a ls o  g iv en  to  p e rm is s ib le  s to c k  ow nersh ip  
by a fo r e ig n  p e rs o n , c o u p le d  w ith  a w ith h o ld in g  ta x  p ro c e d u re , 
p o s s ib ly  a t  a 48 p e rc e n t  r a t e ,  in  o rd e r  to  a s s u re  one l e v e l  
c o rp o r a te  t a x a t io n  o f  e a rn in g s  a l lo c a b le  to  f o re ig n  s h a r e ­
h o ld e r s .  However, th e  e x i s t i n g  s ta n d a r d  30 p e rc e n t  r a t e ,  and 
low er t r e a t y  r a t e s ,  s u g g e s t t h a t  im p o s it io n  o f  th e  h ig h e r  
w ith h o ld in g  r a t e  s t r u c t u r e  i s  im p r a c t ic a l .  A c co rd in g ly , i t  
i s  recommended t h a t  s h a re  o w nersh ip  by a f o r e ig n  p e rso n  con­
t in u e  to  d i s q u a l i f y  a S u b c h a p te r S e l e c t i o n .
3. C l a s s i f i e d  common s t o c k . A sm a ll b u s in e s s  i s  much more
l i k e l y  th a n  a p u b l ic ly  h e ld  company to  have a v a l i d  n o n - ta x  
re a so n  f o r  c l a s s i f y i n g  i t s  common s to c k  in to  v o t in g  and non­
v o tin g  s h a r e s ,  e . g . ,  p lacem en t o f  v o t in g  s h a r e s  in  th e  hands 
o f  s to c k h o ld e r s  who a re  a c t iv e  in  c o n d u c tin g  th e  c o r p o r a t io n ’s 
b u s in e s s .  Even w ith o u t th e  s i m p l i f i c a t i o n  a f fo rd e d  by th e
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undrawn d iv id e n d  p ro p o s a l ,  no f u r t h e r  d i f f i c u l t y  u n d e r th e  
e x i s t i n g  com plex o f  UTI, PTI d i s t r i b u t i o n ,  E & P d iv id e n d , 
p ro p e r ty  d iv id e n d , e t c .  r e p o r t in g  i s  in v o lv e d  w here n o n v o tin g  
and v o t in g  common s to c k  s h a re s  a re  o u ts ta n d in g  w ith  i d e n t i c a l  
d iv id e n d  and l i q u i d a t i o n  r i g h t s .
4 . P r e f e r r e d  s t o c k . Is su a n c e  o f  a p r e f e r r e d  s to c k  c l a s s  poses 
no c o m p lic a tio n s  u n d e r th e  p ro p o sed  undrawn d iv id e n d  p ro c e ­
d u re , i f  th e  c o rp o r a t io n  has s u f f i c i e n t  e a rn in g s  to  c o v e r  th e  
p r e f e r r e d  s t o c k ’s  d iv id e n d  e n t i t l e m e n t s .  C o m p lica tio n s  a re  
in tro d u c e d  by a p r e f e r r e d  s to c k  i s s u e ,  how ever, w here th e  
c o rp o r a t io n  s u s t a i n s  o p e ra t in g  lo s s e s  o r  r e a l i z e s  i n s u f f i c i e n t  
e a rn in g s  to  c o v e r  a c c ru e d  p r e f e r r e d  d iv id e n d  r i g h t s .  The lo s s  
a l l o c a t io n  p rob lem s a re  s o lu b le  by u se  o f  th e  co m p u ta tio n s  
d e s c r ib e d  on Pages 264-267 o f  th e  W in ter, 1971 "The Tax 
Lawyer" a r t i c l e  on s u g g e s te d  S u b ch ap te r S l e g i s l a t i o n .
A p r e f e r r e d  s to c k  i s s u e  can  be d e s i r a b le  f o r  a sm a ll c o rp o ra ­
t i o n  whose fo u n d e rs  w ish to  tu r n  o v e r th e  p ro s p e c t  o f  e q u ity  
g a in s  and r i s k  o f  e q u ity  lo s s e s  to  th e  n e x t fam ily  g e n e ra t io n ,
in  r e tu r n  f o r  a s e n io r  e q u ity  w ith  a f ix e d  p r e f e r r e d  c la im  on 
154c o rp o r a te  e a r n in g s ,  i . e . ,  u n d e r th e  "H artze l-D ean "  r u l e .
The encouragem ent to  sm a ll b u s in e s s  from a llo w in g  S u b ch ap te r S 
p r e f e r r e d  s to c k  sh o u ld  be w eighed a g a in s t  th e  c o n co m itan t 
a c c o u n tin g  c o m p lic a tio n s  f o r  lo s s  b u s in e s s e s .
In th e  e v e n t th e  d iv id e n d  d e d u c t ib le  p r e f e r r e d  s to c k  p ro v is io n  
recommended by P r e s id e n t  Ford  i s  e v e n tu a l ly  e n a c te d , th e  
S u b c h a p te r  S c o r p o r a t io n  sh o u ld  be a llo w ed  to  i s s u e  t h i s  ty p e
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o f  p r e f e r r e d  s to c k  i r r e s p e c t i v e  o f  th e  d e c is io n  on p e rm is ­
s i b l e  p r e f e r r e d  s to c k  is s u e d  g e n e r a l ly .
5. Tax-exem pt s to c k h o ld e r . E lim in a t io n  o f  th e  S u b c h a p te r  S 
s to c k  o w n ersh ip  d i s q u a l i f i c a t i o n  f o r  a t r u s t  o r  c o rp o r a t io n  
makes i t  p o s s ib le  f o r  an em ployee r e t i r e m e n t  p la n  t r u s t  ( i n ­
c lu d in g  an ESOP o r  TRASOP) o r  o th e r  tax -ex em p t o r g a n iz a t io n  
to  become a s to c k h o ld e r .  A lthough e v e n tu a l  d i s t r i b u t i o n s  
from th e  exempt o r g a n iz a t io n  to  i t s  g r a n te e s ,  p a r t i c i p a n t s ,  
o r  b e n e f i c i a r i e s  w i l l  be t a x a b le ,  t h e r e  w i l l  be no c u r r e n t  
t a x a t io n  o f c o rp o r a te  e a rn in g s  o f  th e  e l e c t i n g  c o r p o r a t io n .  
A cco rd in g ly , c u r r e n t  c a sh  d iv id e n d s  and undrawn e a rn in g s  
sh o u ld  be ta x a b le  to  th e  exempt o r g a n iz a t io n  s to c k h o ld e r  o f  
an e l e c t i n g  c o r p o r a t io n  as u n r e la te d  b u s in e s s  incom e, 
w h e th er th e  u n d e r ly in g  S u b c h a p te r  S c o r p o r a te  a c t i v i t y  i s
an o p e r a t in g  b u s in e s s ,  in v e s tm e n ts , o r  b o th  com bined.
T h is  l i b e r a l i z a t i o n  w i l l  p e rm it ow ners o f  S u b c h a p te r  S com­
p a n ie s  to  make s i g n i f i c a n t  c h a r i t a b l e  g i f t s  to  c h u rc h e s , 
s c h o o ls ,  h o s p i t a l s ,  and o th e r  exempt o r g a n iz a t io n s .  An i n ­
fo rm a tio n  r e t u r n  sy stem  sh o u ld  be p ro v id e d  to  r e p o r t  th e  
income ta x a b le  to  th e  exempt o r g a n iz a t io n  s h a r e h o ld e r s .  I f  
t h i s  a p p e a rs  i n s u f f i c i e n t  f o r  a d m in i s t r a t iv e  e n fo rc e m e n t, a 
w ith h o ld in g  ta x  p ro c e d u re  c o u ld  be added f o r  su ch  ow ners.
6 . Sm all b u s in e s s  r e s t r i c t i o n .  The c u r r e n t  p o l ic y  o f  th e  Code 
and
7 . i s  g e n e r a l ly  n o t to  i n t e g r a t e  c o r p o r a te  and s h a r e h o ld e r  l e v e l  
t a x a t i o n  o f  c o r p o r a te  e a r n in g s ,  as m ost i n d u s t r i a l i z e d  co u n ­
t r i e s  do in  one form  o r  a n o th e r .  However, t h e r e  a r e  s i g n i f i c a n t
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e x c e p tio n s  to  t h i s  p o l ic y ,  in  th e  t a x a t io n  o f  exempt coop ­
e r a t i v e s ,  r e g u la te d  in v e s tm e n t com pan ies, and r e a l  e s t a t e  
in v e s tm e n t t r u s t s .  Most im p o r ta n t ,  th e  i n t e g r a t i o n  p r i n ­
c i p l e  was a c c e p te d  f o r  sm a ll b u s in e s s  when th e  o r i g in a l  
S u b c h a p te r  S p r o v is io n s  w ere e n a c te d  in  1958. I n c re a s in g  
c r i t i c i s m  o f  th e  e x i s t i n g  d o u b le  t a x a t io n  schem e f o r  m ost 
c o rp o r a te  e a r n in g s ,  e . g . ,  as a d rag  on c a p i t a l  fo rm a tio n , 
makes t im e ly  th e  law  change to  e l im in a te  th e  doub le  t a x a t io n
f o r  a l l  sm a ll b u s in e s s e s .
Sm all b u s in e s s  now i s  i d e n t i f i e d  by u se  o f  th e  te n  s h a r e ­
h o ld e r  number l i m i t a t i o n .  No s i z e  t e s t  i s  im posed by r e f ­
e re n c e  e i t h e r  to  a s s e t s  o r  re v e n u e s  o f  th e  e n t e r p r i s e .  A 
v e ry  l a r g e  e n t e r p r i s e  i s  c o n c e iv a b le  u n d e r th e  p r e s e n t  
r e s t r i c t i o n ,  b u t u n l ik e ly  b e ca u se  o f  th e  i n s t a b i l i t y  o f  th e  
e x i s t i n g  p ro c e d u re  f o r  e l e c t i o n  and c o n s e n ts ,  r e s t r i c t i o n s  
on ty p e  o f  s to c k h o ld e r ,  and c o n s t r a i n t s  on th e  n a tu r e  o f  
c o rp o r a te  r e c e i p t s .
An a c t iv e  c o r p o r a t io n  w hich e n te r s  in to  a c o n s o l id a te d  
r e t u r n  sh o u ld  be d i s q u a l i f i e d  f o r  S u b c h a p te r  S r e p o r t i n g ,
e f f e c t i v e  on th e  d a te  o f  in c lu s io n .  T h is  r u l e  w i l l  n o t
p re c lu d e  th e  f i l i n g  o f  a c o n s o l id a te d  r e t u r n  by an a c t iv e  
S u b c h a p te r  S p a re n t  c o r p o r a t io n  and an in a c t iv e  c o rp o r a te  
s u b s id i a r y .  O w nership o f  an i n a c t i v e  s u b s id ia r y  i s  p e rm it ­
te d  u n d e r p r e s e n t  law .
T h is  c o n s o l id a te d  r e t u r n  d i s q u a l i f i c a t i o n  r u l e  i s  recom ­
mended b ecau se  o f  th e  c o m p le x i t ie s  e n v is io n e d  from an
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in te r m in g l in g  o f  th e  c o n s o l id a te d  r e tu r n  r e g u la t i o n s  and 
th e  S u b c h a p te r  S r e p o r t i n g ,  w ith  undrawn d iv id e n d , and 
unused  l o s s ,  a c c o u n ts  recommended in  t h i s  r e p o r t .  In view  
o f  th e  p ro p o s a l  t h a t  a c o r p o r a t io n  be e l i g i b l e  f o r  Subchap­
t e r  S r e p o r t i n g  even though owned by a n o th e r  c o r p o r a t io n ,  
i t  would a p p ea r t h a t  a c o n s o l id a te d  r e tu r n  f i l i n g ,  in  many 
c a s e s ,  would become l e s s  d e s i r a b l e  by v i r t u e  o f  th e  law  
ch an g e , and th e  I n t e r n a l  Revenue S e rv ic e  th e n  p resum ab ly  
would i s s u e  a g e n e ra l  p e rm is s io n  to  te r m in a te  e x i s t i n g  co n ­
s o l i d a t e d  r e t u r n  e l e c t i o n s  in  th e  f i r s t  y e a r  fo llo w in g  th e  
p ro p o se d  S u b c h a p te r  S ch an g e s .
8 . P u b lic  c o r p o r a t io n . A c o r p o r a t io n  w hich has s u b je c te d  
i t s e l f  to  SEC j u r i s d i c t i o n  by r e g i s t r a t i o n  o f  a p u b l ic  
o f f e r i n g  u n d e r th e  1933 S e c u r i t i e s  A ct, th e  R e g u la tio n  A 
exem ption  to  t h a t  a c t ,  th e  1934 S e c u r i t i e s  and Exchange 
A ct, o r  th e  1940 In v es tm en t Company Act sh o u ld  be d i s q u a l i ­
f i e d  from a S u b c h a p te r  S e l e c t i o n .  I f  th e  c o r p o r a t io n ,  
p r i o r  to  such  f i l i n g ,  was r e p o r t i n g  u n d e r S u b c h a p te r  S, a 
f i n a l  S u b c h a p te r  S r e t u r n  sh o u ld  be f i l e d  f o r  th e  s h o r t  
p e r io d  e n d in g  on th e  d a te  o f  r e g i s t r a t i o n .
I t  i s  c o n s id e re d  t h a t  th e  SEC f i l i n g  c r i t e r i o n  i s  a s u i t a b l e  
o b j e c t iv e  t e s t  f o r  d i s t i n g u i s h in g  th e  s m a l le r  b u s in e s s  
e n t e r p r i s e  from  th e  l a r g e r  c o r p o r a t io n ,  w hich would be more 
l i k e l y  to  have  a l a r g e  number o f  s h a r e h o ld e r s .  T hus, a 
c o r p o r a t io n  i s  r e q u i r e d  to  r e g i s t e r  u n d er th e  1934 Act when 
i t s  a s s e t s  exceed  $ 1 ,0 0 0 ,0 0 0  and i t s  s h a r e h o ld e r s ,  500 in  
num ber. F u r th e rm o re , a p u b l ic  c o r p o r a t io n  i s  more a p t to
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o p e ra te  in  a m arke t e n v iro n m en t, in  w hich i t  can re c o v e r  
th e  ’’d o u b le  t a x a t i o n ” o f  c o rp o r a te  e a rn in g s  th ro u g h  i t s  
p ro d u c t and s e r v i c e s  p r i c i n g .
F u rth e rm o re , a c o r p o r a t io n  whose s to c k  i s  owned by a c o rp o ­
r a t i o n  w hich i t s e l f  i s  an SEC f i l e r  sh o u ld  be d i s q u a l i f i e d  
from  th e  e l e c t i o n .  The same r u l e  sh o u ld  ap p ly  w h e th er th e  
SEC f i l e r  owns th e  c o r p o r a t io n ’s  s to c k  d i r e c t l y  o r  th ro u g h  
a s u b s id ia r y  c o r p o r a t io n .  T h is  r u l e  i s  r e q u i r e d  in  o rd e r  
to  p re v e n t  th e  u s e  o f  a S u b c h a p te r  S c o rp o r a t io n  as a ’’c o r ­
p o r a te  j o i n t  v e n tu re "  v e h ic le  owned by p u b l ic  com pan ies.
9 . R e p r e s e n ta t iv e  s h a r e h o ld e r s . I f  i t  i s  d e te rm in e d  t h a t  a 
num eric  l i m i t  on s h a r e h o ld e r s  sh o u ld  be c o n tin u e d , p r o v i ­
s io n  sh o u ld  be made f o r  o w n ersh ip  o f  s to c k  in  an e l e c t i n g  
c o r p o r a t io n  by an ESOP, TRASAP, SBIC, o r  b an k ru p tc y  t r u s t e e .
I t  i s  re c o g n iz e d  t h a t  a num eric  l i m i t  can  be evaded th ro u g h  
o w n ersh ip  o f  an e l e c t i n g  c o r p o r a t io n  by a n o th e r  c o rp o r a t io n  
o r  a p a r t n e r s h i p .  N e v e r th e le s s ,  a sm a ll b u s in e s s  e n t e r p r i s e  
sh o u ld  n o t be d e p riv e d  o f  th e  b e n e f i t s  o f  em ployee s to c k  
o w n e rsh ip , th e  in c re m e n ta l  in v es tm en t c r e d i t ,  o r  SBIC 
f in a n c in g  m ere ly  b ecau se  t h i s  e n t e r p r i s e  has e le c te d  Sub­
c h a p te r  S r e p o r t i n g .
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F i n a l l y ,  th e  e n t e r p r i s e  s h o u ld  n o t un d erg o  a f u r t h e r  ta x  
p e n a l ty  from  lo s s  o f  th e  S u b c h a p te r  S r e p o r t i n g  when a 
s h a r e h o ld e r  e n c o u n te rs  f i n a n c i a l  d i f f i c u l t y  and h i s  s to c k  
i s  b e in g  a d m in is te re d  by a b a n k ru p tc y  t r u s t e e .
In o r d e r  to  e f f e c t u a t e  o w n ersh ip  by th e s e  r e p r e s e n ta t i v e  
s h a r e h o ld e r s ,  p r o v is io n  sh o u ld  f u r t h e r  be made f o r  p e rm is ­
s i b l e  s to c k h o ld in g ,  i r r e s p e c t i v e  o f  any num eric  l i m i t ,  by 
d i s t r i b u t e e s  o f  th e  r e p r e s e n t a t i v e  s to c k h o ld e r s  named above.
10. S tock  c e r t i f i c a t e s . Under p r e s e n t  law , th e r e  have been
c irc u m s ta n c e s  w here o th e r  s to c k h o ld e r s  w ere p e n a l iz e d  when 
s to c k  was r e g i s t e r e d  in  a nom inee name, th e  s h a r e h o ld e r  
c o n se n t n o t o b ta in e d  from th e  b e n e f i c i a l  ow ner, e t c .  F u r­
th e rm o re , a d m in i s t r a t io n  o f  th e  d i s q u a l i f i c a t i o n  r u l e s  f o r  
s to c k  h e ld  by a f o r e ig n  p e rso n  o r  an SEC f i l e r  r e q u i r e s  t h a t  
th e  e l e c t i n g  c o r p o r a t io n ’s  r e c o rd s  show th e  t r u e  s to c k h o ld e r  
E x p ress  r e g u la to r y  a u th o r i ty  sh o u ld  be p ro v id e d  to  th e  
I n t e r n a l  Revenue S e rv ic e  to  r e q u i r e  t h a t  s to c k  c e r t i f i c a t e s  
be r e g i s t e r e d  o n ly  in  th e  name o f  th e  t r u e  ow ner. In  a d d i ­
t i o n ,  an e l e c t i n g  c o r p o r a t io n  sh o u ld  be r e q u i r e d ,  as u n d e r 
p r e s e n t  r e g u l a t i o n s ,  to  r e p o r t  th e  d i s q u a l i f y i n g  e v e n t o f  a 
s to c k  t r a n s f e r  to  a f o r e ig n  p e rs o n  o r  an SEC f i l e r ,  as  w e ll 
as an SEC f i l i n g  by th e  e l e c t i n g  c o r p o r a t io n  i t s e l f .
R e g u la to ry  a u th o r i ty  sh o u ld  a l s o  be p ro v id e d  to  r e q u i r e  
t h a t  each  o u ts ta n d in g  s to c k  c e r t i f i c a t e  o f  an e l e c t i n g  
c o r p o r a t io n  b e a r  a le g e n d  w hich s t a t e s  t h a t  (a )  th e  c o rp o ­
r a t i o n  i s  a S u b c h a p te r  S e l e c t i n g  c o r p o r a t io n ,  (b ) p e n a l t i e s  
a re  im posed i f  th e  r e g i s t e r e d  owner i s  n o t th e  t r u e  owner
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o f  th e  s to c k ,  (c )  n o t i f i c a t i o n  i s  r e q u i r e d  to  th e  c o rp o ra ­
t i o n  upon a t r a n s f e r  o f  th e  s to c k  to  a fo re ig n  p e rso n  o r  an 
SEC f i l e r ,  and (d ) th e  S u b c h a p te r  S e l e c t i o n  can  be revoked  
o n ly  by a m a jo r i ty  v o te  o f  th e  s h a r e h o ld e r .  T h is  le g e n d  
c o u ld  be in s c r ib e d  upon th e  s to c k  c e r t i f i c a t e  as p a r t  o f  
th e  s h a r e h o ld e r  c o n se n t p ro c e d u re , i . e . ,  by h a v in g  th e  
s h a r e h o ld e r  p r e s e n t  h i s  c e r t i f i c a t e  w ith  th e  c o n s e n t .
However, in  o r d e r  to  a v o id  th e  r i g i d i t i e s  u n d e r th e  e x i s ­
t i n g  law  fo rm alism s f o r  sm a ll b u s in e s s  s to c k  q u a l i f i c a t i o n  
in  §1244, th e  I n t e r n a l  Revenue S e rv ic e  sh o u ld  have a d m in is ­
t r a t i v e  d i s c r e t i o n  u n d e r th e s e  r e g u la t i o n s  to  w aive p e n a l ­
t i e s  and p e rm it  l a t e  co m p lian ce  w ith  th e  c e r t i f i c a t e  i n ­
s c r i p t i o n  re q u ire m e n ts  f o r  good c a u se  shown. T h is  p ro c e d u re  
would a ls o  c o n f in e ,  f o r  p r a c t i c a l  r e a s o n s ,  th e  e l e c t i o n  to  
th e  s m a l le r  e n t e r p r i s e ,  o r  a t  l e a s t  one whose s to c k  i s  
c h i e f ly  owned by fa m ily  members o r  a c t iv e  em ployees.
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P a s s iv e  In v estm en t and F o re ig n  Source R e c e ip ts
D isc u ss io n
1. P a s s iv e  in v e s tm e n t incom e. Double t a x a t io n ,  bo th  a t  c o rp o ra te  
and s h a re h o ld e r  l e v e l ,  o f  in v es tm en t s o u rc e  e a rn in g s  can  be 
av o id ed  as a p r a c t i c a l  m a t te r  by a p e rs o n a l  h o ld in g  company 
whose p o r t f o l i o  l a r g e ly  c o n s i s t s  o f  common s to c k s  and p o s t -  
1942 p r e f e r r e d  s to c k s .  L a rg e r  in v e s to r  g roups can avo id  
doub le  t a x a t io n  th ro u g h  th e  fo rm a tio n  o f  a c lo s e d -e n d  re g u ­
l a t e d  in v es tm en t company.
In view  o f  th e  need  in  o u r c o u n try  f o r  a d d i t io n a l  c a p i t a l  to  
f in a n c e  e n v iro n m e n ta l  im provem en ts, a d d i t i o n a l  e n e rg y  s o u rc e s  
and l a r g e r  s o c i a l  in su ra n c e  b e n e f i t s ,  th e  need  f o r  c a p i t a l  
a cc u m u la tio n  i s  much more a c u te  th a n  i t  was f iv e  o r  te n  y e a rs  
ago. The p r e s e n t  F e d e ra l  income ta x  s t r u c t u r e  g e n e r a l ly  i s  a 
d rag  on c a p i t a l  fo rm a tio n , w ith  i t s  s u r p lu s  acc u m u la tio n  ta x ,  
doub le  c o rp o r a t io n  t a x ,  r e s t r i c t i o n s  on c a p i t a l  l o s s  deduc­
t i o n s ,  and in a d e q u a te  c a p i t a l  c o s t  re c o v e ry  a llo w a n c e s , 
c o u p led  w ith  c a p i t a l  g a in  t a x a t io n  o f  i n f l a t i o n - d e r iv e d  p r o f ­
i t s  on d i s p o s i t i o n  o f  in v es tm en t and b u s in e s s  u s e  a s s e t s .  
A c c o rd in g ly , i t  sh o u ld  be b e n e f i c i a l  to  adop t a p o l ic y  o f  
e n co u rag in g  sm a ll c o rp o r a t io n s  as a so u rc e  o f  in v es tm en t 
funds and m echanism  f o r  c a p i t a l  fo rm a tio n , w ith  on ly  one
le v e l  o f  t a x a t io n .
A p a r t i c u l a r  exam ple i s  p re s e n te d  by im proved r e a l  p ro p e r ty  
h e ld  f o r  r e n t a l  incom e. Under p r e s e n t  law , an e q u ity  REIT 
may h o ld  such  p r o p e r ty ,  b u t i s  fo rc e d  to  d i s t r i b u t e  t r u s t  
e a rn in g s  a n n u a lly .  A S u b c h a p te r  S c o r p o r a t io n ,  u n d e r
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t h i s  P ro p o s a l, c o u ld  h o ld  such  p r o p e r ty ,  and accu m u la te  
a t  l e a s t  p a r t  o f  th e  p e r io d ic  e a rn in g s  u s in g  th e  c o n se n t 
d iv id e n d  p ro c e d u re . In a d d i t io n  to  p ro v id in g  c a p i t a l  form a­
t i o n ,  th e  many c o m p lic a tio n s  o f  th e  REIT q u a l i f i c a t i o n  r u l e s  
would n o t i n t e r f e r e .  The REIT m echanism c o u ld  th e n  be u sed
f o r  l a r g e r  p u b l ic ly  h e ld  v e n tu r e s .
I t  a p p e a rs  u n l ik e ly  t h a t  a  S u b c h a p te r S in v es tm en t company 
can be u se d  to  abuse  th e  em ployee w e lfa re  and r e t i r e m e n t  p la n  
’’ta x  f r in g e  b e n e f i t s ” , p a r t i c u l a r l y  in  view  o f  th e  e la b o r a te  
ERISA r e g u la to r y  schem e. U t i l i z a t i o n  o f th e s e  b e n e f i t s  r e ­
q u ir e s  t h a t  th e  com pensa tion  p a id  to  c o rp o r a te  o f f i c e r s  and 
em ployees be r e a s o n a b le  and f o r  s e r v ic e s  a c tu a l ly  re n d e re d .
2. F i s c a l  y e a r  f o r  in v es tm en t company. C o n s id e ra tio n  was g iv en  
to  p re v io u s  p ro p o s a ls  t h a t  c o rp o r a te  and s h a re h o ld e r  y e a r -e n d  
c o n fo rm ity  be r e q u i r e d ,  s i m i l a r  to  th e  p a r tn e r s h ip  y e a r-e n d  
r u l e s ,  p a r t i c u l a r l y  f o r  newly in c o rp o ra te d  in v es tm en t e n t i t i e s  
w hich would s e l e c t  a f i s c a l  y e a r  en d in g  e a r ly  in  th e  c a le n d a r  
y e a r  in  o rd e r  to  d e f e r  up to  e le v e n  m onths o f  income in to  th e  
s h a r e h o ld e r s ’ fo llo w in g  c a le n d a r  y e a r .  However, im p o s it io n  
o f  t h i s  r u l e  f o r  in v e s tm e n t com panies g e n e r a l ly  c o u ld  re v iv e  
th e  same d i f f i c u l t  q u e s t io n s  as to  b ro k e ra g e  f i r m s ,  sh o p p in g  
c e n t e r s ,  m o b ile  home p a rk s ,  and sm a ll lo a n  com panies. In 
a d d i t io n ,  q u e s t io n s  w ere r a i s e d  as t o  lo n g  e s t a b l i s h e d  com­
p a n ie s  whose o p e r a t in g  a c t i v i t i e s  had been  c u r t a i l e d .
A cco rd in g ly , i t  i s  recommended t h a t  a f i s c a l  y e a r  c o n fo rm ity  
re q u ire m e n t be a p p lie d  o n ly  t o  an e l e c t i n g  c o rp o r a t io n  w hich 
i s  s u b je c t  to  th e  p r e s e n t  p e rs o n a l  h o ld in g  company r u l e
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d e f i n i t i o n ,  i . e . ,  in v e s tm e n t income g r e a t e r  th a n  60 p e rc e n t  
o f  a d ju s te d  o rd in a r y  g ro s s  incom e, and f i v e  o r  few er d i r e c t  
o r  i n d i r e c t  s h a re  o w n ersh ip s  c o n t r o l l i n g  more th a n  50 p e r ­
c e n t  o f  th e  s to c k .  Such c o r p o r a t io n s  sh o u ld  be e n t i t l e d  to  
u t i l i z e  Revenue P ro c e d u re  72-51 r e g a rd in g  n o n - ta x  o r  b u s i ­
n e ss  p u rp o se , y e a r  en d in g  Septem ber 30 o r  l a t e r ,  e t c .
3 . F i s c a l  y e a r  l a g  -  r e p r e s e n ta t i v e  s h a r e h o ld e r s . In o rd e r  to  
p re v e n t  ta x  d e f e r r a l  schem es th ro u g h  a tw o -s te p  ’’l a g ” in  
r e p o r t i n g  o f  e a rn in g s  by u n d e r ly in g  s h a r e h o ld e r s ,  p a r t n e r s ,  
o r  b e n e f i c i a r i e s  o f  a n o th e r  S u b c h a p te r  S c o r p o r a t io n ,  p a r t ­
n e r s h ip ,  o r  t r u s t  owning s to c k  in  an e l e c t i n g  c o r p o r a t io n ,  
p r o v is io n  sh o u ld  be made f o r  p a r tn e r s h ip  ty p e  f i s c a l  y e a r  
r e p o r t i n g  c o n fo rm ity  as u n d e r §706(b) w henever su ch  a r e p ­
r e s e n t a t i v e  s h a r e h o ld e r  owns 5 p e rc e n t  o r  more o f  th e  s to c k  
in  an e l e c t i n g  c o r p o r a t io n .
C o n s id e ra t io n  was g iv e n  to  e x te n s io n  o f  th e  §706(b) r u l e s  
f o r  a l l  e l e c t i n g  c o r p o r a t io n s ,  in  o rd e r  to  p re v e n t th e  ’’la g  
r e p o r t i n g  a llo w ed  u n d er p r e s e n t  law  f o r  in d iv id u a l  o r  d e c e ­
d e n t ’s  e s t a t e  s h a r e h o ld e r s  (o r  t r a n s i t o r y  t r u s t s ) ,  e . g . ,  
e l e c t i n g  c o r p o r a t io n  w ith  a ta x a b le  y e a r  en d in g  Ja n u a ry  31 
and in d iv id u a l  s h a r e h o ld e r  r e p o r t i n g  on a c a le n d a r  y e a r .
I t  i s  b e l ie v e d  t h a t  t h i s  ’’l a g ” r e p o r t i n g  i s  a c c e p ta b le  
inasm uch as th e  d e f e r r a l  a p p l ie s  o n ly  to  u n d i s t r ib u t e d  
incom e, in  c o n t r a s t  to  th e  e n t i r e  income o f  a p a r tn e r  o r  
b e n e f i c i a r y  in  a p a r tn e r s h ip  o r  t r u s t .
4 . F o re ig n  s o u rc e  incom e. The p r e s e n t  law  d i s q u a l i f i c a t i o n  o f  
a c o r p o r a t io n  h av in g  more th a n  80 p e rc e n t  o f  i t s  r e c e i p t s
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from  f o r e ig n  s o u rc e s  a p p e a rs  to  be a t r a p  f o r  th e  unw ary;
i . e . ,  th e  p o l ic y  o f  th e  law  o b v io u s ly  i s  n o t c o n t r a r y  to  th e  
u s e  o f  a d o m es tic  c o r p o r a t io n  to  g e n e ra te  e a rn in g s  from  f o r ­
e ig n  s o u rc e s  and a c t i v i t i e s ,  p a r t i c u l a r l y  in  v iew  o f  th e  1975 
Tax R ed u c tio n  Act p r o v is io n s  r e q u i r i n g  c u r r e n t  t a x a t i o n  o f  Sub 
p a r t  F incom e. The u se  o f  U. S. d o m estic  c o r p o r a t io n s  f o r  f o r ­
e ig n  o p e r a t io n s  sh o u ld  be e n c o u rag e d . F i n a l l y ,  i t  sh o u ld  be 
s t r e s s e d  t h a t  a S u b c h a p te r  S c o r p o r a t io n  r e c e iv e s  o n ly  a 
d e d u c tio n , r a t h e r  th a n  a c r e d i t ,  b e n e f i t  f o r  f o r e ig n  ta x e s  
a c c ru e d , s in c e  th e  c o r p o r a t io n  has no U. S. ta x  l i a b i l i t y ,  
e x c e p t in  a Code §1378 c a p i t a l  g a in  s i t u a t i o n .  I t  a p p e a rs  
a p p r o p r ia te  t h a t  a S u b c h a p te r  S c o r p o r a t io n  be a llo w e d  to  
g e n e r a te  more th a n  80% o f  i t s  r e c e i p t s  from  f o r e ig n  s o u r c e s .
5. F o re ig n  ta x  c r e d i t . A p a r t n e r s h i p ,  and a r e g u la te d  i n v e s t ­
m ent company, a re  e n t i t l e d  to  p a s s - th r o u g h  f o r e ig n  ta x  
c r e d i t  to  i t s  p a r t n e r s  o r  s h a r e h o ld e r s .  In th e  c a s e  o f  a 
r e g u la te d  in v e s tm e n t company, su ch  r e p o r t i n g  i s  e l e c t i v e  by 
th e  company when more th a n  50 p e rc e n t  o f  i t s  a s s e t s  a re  
in v e s te d  in  f o r e ig n  s e c u r i t i e s  a t  th e  c lo s e  o f  i t s  t a x a b le  
y e a r .  P r o v is io n  sh o u ld  be made f o r  an e l e c t i v e  p a s s - th ro u g h  
by a S u b c h a p te r  S c o r p o r a t io n  o f  f o r e ig n  ta x  c r e d i t  to  i t s  
s h a r e h o ld e r s ,  w ith o u t r e g a rd  to  th e  p r o p o r t io n  o f  th e  c o r ­
p o r a t i o n ’s  f o r e ig n  lo c a te d  a s s e t s .  I f  th e  S u b c h a p te r  S 
c o r p o r a t io n  makes t h i s  e l e c t i o n ,  p r o v is io n  sh o u ld  be made 
f o r  r e p o r t i n g  th e  a p p l i c a b le  f o r e ig n  s o u rc e  incom e to  th e  
s h a r e h o ld e r s .  I f  th e  e l e c t i o n  i s  n o t made, th e  f o r e ig n  
ta x e s  w i l l  be a d e d u c t io n , as u n d e r  p r e s e n t  law , in  com put­
in g  th e  S u b c h a p te r  S t a x a b le  incom e o r  l o s s  f o r  th e  y e a r .
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E le c t io n  and C onsen t P ro c e d u re
D is c u s s io n
1 . E le c t io n  w ith  r e t u r n  o r  e a r l y  e l e c t i o n .  C o n s id e ra b le  d i f f i ­and
2 . c u l t y  h as been e n c o u n te re d  u n d e r  p r e s e n t  law  w ith  l a t e  f i l e d  
e l e c t i o n s  and c o n s e n ts ,  p a r t i c u l a r l y  f o r  new ly a c t i v a t e d  
c o r p o r a t io n s .  The IRS p e rm its  r e a s o n a b le  c a u s e  e x te n s io n s  
f o r  a l a t e  f i l e d  s h a r e h o ld e r  c o n s e n t ,  b u t ,  b e c a u se  o f  th e  
s t a t u t o r y  d e a d l in e ,  a f f o r d s  no r e l i e f  f o r  an u n tim e ly  f i l e d  
e l e c t i o n .  F u r th e rm o re , an u n tim e ly  e l e c t i o n  i s  i n e f f e c t i v e ,  
even  f o r  th e  e n s u in g  t a x a b le  y e a r .
P r e s e n t  law  does p e rm it  a o n e -y e a r  " lo o k  back" f o r  a c o rp o ­
r a t i o n  w hich  t im e ly  f i l e s  th e  e l e c t i o n  and c o n s e n ts ,  th e n ,  
i f  " s t r a i g h t "  c o r p o r a te  r e p o r t i n g  i s  d e s i r e d ,  a r r a n g e s  a 
t e r m in a t io n  o f  th e  e l e c t i o n  by d i s q u a l i f i c a t i o n  p r i o r  to  
y e a r  en d . Such a c o r p o r a t io n  i s  th e n ,  o f  c o u r s e ,  s u b j e c t  to  
th e  f i v e - y e a r  " s i t  o u t"  p r o v i s io n  p r e v e n t in g  r e e l e c t i o n  
w ith o u t  IRS p e rm is s io n .
C e r ta in ty  can  be a c h ie v e d  i f  t h e  e l e c t i o n  and c o n s e n ts  a re  
a t t a c h e d  to  th e  c o r p o r a t io n  r e t u r n  when i t  i s  f i l e d .  Such 
f i l i n g  and e l e c t i o n  i s  s i m i l a r  t o  th e  a f f i l i a t i o n  s c h e d u le  
on Form 851, and th e  s u b s id i a r y  c o n s e n t on Form 1128, f i l e d  
w ith  a c o n s o l id a te d  c o r p o r a t io n  incom e ta x  r e t u r n  when th e  
a f f i l i a t e d  g roup  e l e c t s  c o n s o l id a te d  r e p o r t i n g .  T h is  p r o ­
c e d u re  does a f f o r d  th e  c o r p o r a t io n  and i t s  s h a r e h o ld e r s  a 
o n e -y e a r  " lo o k  b a c k " , b u t ,  as p r e v io u s ly  n o te d , t h i s  p r i v i ­
l e g e ,  in  a s e n s e ,  i s  a l r e a d y  a v a i l a b l e .  F u r th e rm o re ,
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p a r tn e r s  e n jo y  an an a lo g o u s b e n e f i t  u n d e r Code §761( c ) ,  
w hich p e rm its  amendment o f  th e  p a r tn e r s h ip  agreem ent a t  any 
tim e  u n t i l  th e  u n e x te n d ed  due d a te  f o r  f i l i n g  th e  p a r t n e r ­
s h ip  r e t u r n  o f  incom e.
M a n ip u la tio n  o f  th e  e l e c t i o n  i s  s u b s t a n t i a l l y  c u rb e d  by 
Recommendation 3 . ,  w hich d e f e r s  th e  e f f e c t iv e n e s s  o f  a r e v o ­
c a t io n  u n t i l  th e  ta x a b le  y e a r  fo llo w in g  th e  r e v o c a t io n  f i l ­
in g , u n le s s  th e  r e v o c a t io n  i s  f i l e d  w ith in  th e  f i r s t  two and 
o n e - h a l f  m onths o f  th e  e l e c t i o n  y e a r .  P u t a n o th e r  way, th e
e l e c t i o n  once made must rem ain  in  e f f e c t  f o r  a t  l e a s t  two
ta x a b le  y e a r s .  In  view  o f  t h i s  r e q u ire m e n t, i t  seem s u n n ec ­
e s s a ry  to  fo llo w  th e  c o n s o l id a te d  c o rp o r a t io n  r e t u r n  p r e c e ­
d e n t o f  r e q u i r in g  c o n tin u e d  c o n s o l id a te d  r e tu r n  r e p o r t in g  
f o r  a l l  f u tu r e  y e a r s ,  u n le s s  IRS p e rm is s io n  f o r  d i s c o n t in u ­
ance i s  o b ta in e d .
T here  does rem ain  th e  p rob lem  o f  a " d i s s e n t in g "  s h a r e h o ld e r  
who c r e a t e s  d i f f i c u l t i e s  a t  r e t u r n  f i l i n g  tim e  by r e f u s in g  
to  e x e c u te  h i s  c o n s e n t .  A c c o rd in g ly , a c o r p o r a t io n  sh o u ld  
be a llo w e d  to  f i l e  th e  e l e c t i o n  and c o n s e n ts  a t  any tim e  
from  th e  b e g in n in g  o f  th e  e l e c t i o n  y e a r  to  th e  (e x te n d e d )  
due d a te  o f  th e  r e t u r n  f o r  t h a t  y e a r .  T h is  e l e c t i o n  sh o u ld  
be i r r e v o c a b le  f o r  th e  e l e c t i o n  y e a r ,  in  o r d e r  to  a v o id  man­
i p u l a t i o n .
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3. M a jo r ity  r e v o c a t io n .  Once an e l e c t i o n  has been e f f e c tu a te d
by th e  f i l i n g  o f  th e  e l e c t i o n  and c o n s e n ts  w ith  th e  c o rp o ra ­
t i o n ’s  r e t u r n ,  s t a b i l i t y  o f  th e  e l e c t i o n  sh o u ld  be a c h ie v e d  
by e l im in a t in g  th e  p o s s i b i l i t y  u n d e r p r e s e n t  law  o f  re v o c a ­
t i o n  o r  t e r m in a t io n  by a c t io n  o f  a m in o r i ty  s to c k h o ld e r .  
However, th e  m a jo r i ty  in  s to c k  ow nersh ip  sh o u ld  be e n t i t l e d  
to  rev o k e  th e  e l e c t i o n .  A c co rd in g ly , r e v o c a t io n  s h o u ld  be 
p e rm it te d  by th e  f i l i n g  o f  a s e p a r a te  r e v o c a t io n  form  h av in g  
a t ta c h e d  t h e r e to  c o n s e n ts  o f  s to c k h o ld e r s  owning a m a jo r i ty  
o f  th e  c o r p o r a t io n ’s  s h a r e s .
4 . T im ing o f  r e v o c a t io n . In  o r d e r  to  r e s t r a i n  m a n ip u la t io n  o f  
th e  S u b c h a p te r  S r e p o r t i n g  p r i v i l e g e ,  r e v o c a t io n  o f  an e l e c ­
t i o n  sh o u ld  be e f f e c t i v e  on th e  f i r s t  day o f  th e  t a x a b le  
y e a r  fo l lo w in g  th e  y e a r  w i th in  w hich th e  r e v o c a t io n  i s  f i l e d ,
u n le s s  th e  r e v o c a t io n  i s  f i l e d  w i th in  th e  f i r s t  two and o n e -
h a l f  m onths o f  th e  r e v o c a t io n  y e a r .  T h is  t im in g  a ls o  a f ­
fo rd s  some p r o t e c t io n  to  th e  m in o r i ty  s to c k h o ld e r s  o f  a c o r ­
p o r a t io n  who m igh t have p r e f e r r e d  t h a t  th e  e l e c t i o n  c o n tin u e  
r a t h e r  th a n  b e in g  rev o k e d . F u rth e rm o re , t h i s  t im in g  p e rm its  
c o n t in u i ty  o f  th e  a c tu a l  and undraw n d iv id e n d  r e p o r t i n g  r e c ­
ommended in  t h i s  R e p o rt, and a v o id s  th e  need  f o r  th e  m idyear 
c lo s in g  o f  a c c o u n tin g  r e c o r d s  w hich w ould be r e q u i r e d  u n d e r
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a p ro c e d u re  w hich would make th e  r e v o c a t io n  e f f e c t i v e  on th e  
d a te  o f  i t s  f i l i n g .
5. T im ing o f  d i s q u a l i f i c a t i o n  t e r m in a t io n . T e rm in a tio n  by 
d i s q u a l i f i c a t i o n  sh o u ld  be a r a r e  e v e n t u n d e r th e  law  changes 
p ro p o sed  in  t h i s  R e p o rt, w ith  i t s  t r a n s fo r m a t io n  o f  th e  s i z e  
t e s t  and e l i g i b l e  s h a r e h o ld e r  r e q u ire m e n ts ,  and e l im in a t io n  
o f  th e  g ro s s  r e c e i p t s  r e s t r i c t i o n s .  The m ost l i k e l y  d i s -  
q u a l i f i c a t i o n / t e r m i n a t i o n  e v e n ts  a p p ea r to  be a c q u i s i t i o n  o f 
s to c k  by a f o r e ig n  p e rso n  o r  an SEC f i l e r .
The e f f e c t i v e  d a te  o f  th e  te r m in a t io n  from  d i s q u a l i f i c a t i o n  
sh o u ld  be th e  f i r s t  day o f  th e  ta x a b le  y e a r  in  w hich th e  
d i s q u a l i f y in g  e v e n t o c c u r s .  The r e t r o a c t i v i t y  o f  th e  d i s ­
q u a l i f i c a t i o n  i s  j u s t i f i e d  by th e  c u r a t iv e  p r o v is io n s  d e ­
s c r ib e d  l a t e r  in  t h i s  R e p o rt, and th e  d e s i r a b i l i t y  o f  a v o id ­
in g  a m id -y e a r  c lo s in g  o f  th e  c o r p o r a t io n ’s  a c c o u n tin g
r e c o rd s  and d e te rm in a t io n  o f  i t s  income o r  l o s s .
6. C onsent by t r a n s f e r e e . The m ost common l a t e  f i l e d  c o n se n t 
prob lem  u n d e r  e x i s t i n g  law  in v o lv e s  th e  t r a n s f e r  o f  s to c k  to  
a p u r c h a s e r ,  o r  p e rs o n a l  r e p r e s e n ta t i v e  o f  a d e ce ase d  s to c k ­
h o ld e r ,  who f a i l s  to  r e c o g n iz e  th e  need  f o r  f i l i n g  a c o n se n t 
w i th in  th e  6 0 -day  p e r io d  fo l lo w in g  th e  s to c k  a c q u i s i t i o n .
T h is  p rob lem  i s  av o id ed  u n d e r  th e  P ro p o s a ls  b ecau se  th e  
e l e c t i o n  once made c o n tin u e s  u n t i l  m a jo r i ty  r e v o c a t io n  o r  
th e  r a r e  te r m in a t io n  by d i s q u a l i f i c a t i o n .  However, i t  
a p p e a rs  d e s i r a b l e  f o r  th e  Code to  c o n ta in  a c o n c lu s iv e  c o n ­
s e n t  p re su m p tio n  p r o v is io n  so  t h a t  a S u b c h a p te r  S c o rp o r a t io n
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w i l l  be e n t i t l e d  to  i n s c r ib e  i t s  s to c k  c e r t i f i c a t e s  w ith  a 
le g e n d  n o t in g  th e  S u b c h a p te r  S s t a t u s  o f  th e  s h a r e s  is s u e d
o r  t r a n s f e r r e d .
T e rm in a tio n  o f  th e  e l e c t i o n  can  s t i l l  be a c h ie v e d  by s to c k  
t r a n s f e r s ,  b u t o n ly  by t r a n s f e r s  p ro d u c in g  s h a r e  o w n ersh ip  
o f  more th a n  50 p e rc e n t  by p e rso n s  w ish in g  to  re v o k e . Even  
th e n , su ch  r e v o c a t io n  w ould be d e la y e d  u n t i l  th e  fo llo w in g  
ta x a b le  y e a r .  A gain, th e  p o l ic y  o f  a c h ie v in g  s t a b i l i t y  o f 
th e  e l e c t i o n  i s  so u g h t.
7 . C onsent by c u s to d ia n . The c o n se n t f o r  s to c k  h e ld  in  c u s ­
to d ia n s h ip  f o r  a m inor m ust be made by th e  m inor; h i s  l e g a l  
g u a rd ia n ;  o r ,  i f  none, h i s  n a tu r a l  g u a rd ia n , w hereas th e  
c o n se n t f o r  an e s t a t e  i s  s ig n e d  by th e  e x e c u to r  o r  a d m in is ­
t r a t o r .  I t  a p p e a rs  more c o n s i s t e n t  to  have th e  c u s to d ia n s h ip  
s to c k  c o n se n t s ig n e d  by th e  c u s to d ia n .  D i s q u a l i f i c a t i o n  
would n o t o c c u r  u n d e r th e  P ro p o sa l t h a t  a t r u s t  be an 
e l i g i b l e  s to c k h o ld e r ;  i . e . ,  i t  w ould n o t be n e c e s s a ry  to
a v o id  t r e a tm e n t  o f  th e  c u s to d ia n s h ip  as a t r u s t .
1558 . C onsen t by l i f e t e n a n t . One com m entator s t a t e s  t h a t  he 
o b ta in e d  an IRS r u l i n g  p e r m i t t in g  a l i f e  te n a n t  to  e x e c u te  
th e  c o n se n t f o r  s to c k  h e ld  in  a l e g a l  l i f e  e s t a t e .  However, 
th e  1969 T re a s u ry  p ro p o s a l  s t a t e d  t h a t  u n d e r  p r e s e n t  law  
o n ly  o u t r i g h t  o w n ersh ip  by an in d iv id u a l  i s  p e r m i t te d  in  a 
S u b c h a p te r  S c o r p o r a t io n ,  and t h a t  l i f e  te n a n c y  i s  n o t s u f ­
f i c i e n t .  The law  sh o u ld  be c l a r i f i e d  to  p e rm it e x e c u tio n  o f  
th e  c o n se n t by th e  l i f e  t e n a n t .
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9 . C onsen t by o th e r  r e p r e s e n t a t i v e s . In  view  o f  th e  recommen­
d a t io n  t h a t  a t r u s t ,  a n o th e r  c o r p o r a t io n ,  o r  a p a r tn e r s h ip  
be e l i g i b l e  to  h o ld  S u b c h a p te r  S s to c k ,  p r o v is io n  sh o u ld  be 
made f o r  e x e c u tio n  o f  th e  c o n se n t by a du ly  a u th o r iz e d  
t r u s t e e ,  o f f i c e r ,  o r  p a r t n e r .  A form sh o u ld  be d e v ise d  by 
th e  IRS f o r  t h i s  p u rp o se , to  in c lu d e  a c u s to d ia n s h ip  c o n ­
s e n t ,  w ith  s u i t a b l e  p ro o f  o f  a u th o r i ty  fo r  any o f  th e s e  
r e p r e s e n ta t i v e  s i g n e r s .
10. Cure o f  d i s q u a l i f i c a t i o n . As p r e v io u s ly  n o te d , d i s q u a l i f i ­
c a t io n  e v e n ts  u n d er th e  P ro p o sa l in c lu d e  a c q u i s i t i o n  o f  s to c k  
by a f o r e ig n  p e rso n  o r  an SEC f i l e r .  The d i s q u a l i f i e d  c o r ­
p o r a t io n  sh o u ld  be p ro v id e d  th e  o p t io n  o f  c u r in g  th e  d i s ­
q u a l i f i c a t i o n  w i th in  th e  90 -day  p e r io d  fo llo w in g  th e  e a r l i e r  
o f  su b m iss io n  by th e  c o r p o r a t io n  to  th e  I n te r n a l  Revenue 
S e rv ic e  o f  th e  d i s q u a l i f y in g  ev en t o r  is s u a n c e  by th e  IRS 
o f  a n o t i f i c a t i o n  o f  d i s q u a l i f i c a t i o n .  The d e c is io n  by th e  
c o r p o r a t io n  to  c u re  o r  n o t to  c u re  th e  d i s q u a l i f i c a t i o n  
would be made by c o rp o r a te  a c t io n ,  e . g . ,  v o te  o f  d i r e c t o r s ,
e t c .
The c u re  o r d i n a r i l y  would ta k e  th e  form o f  p u rc h a se  by th e  
c o r p o r a t io n  f o r  i t s  t r e a s u r y  o f  s to c k  h e ld  by th e  f o r e ig n  
p e rso n  o r  th e  SEC f i l e r .  P ro v is io n  m igh t be made f o r  p r e ­
v e n tin g  c u r a t i v e  a c t io n  by a c o r p o r a t io n  w here th e  d i s q u a l i ­
fy in g  e v e n t was th e  p ro d u c t o f  a w i l l f u l  a c t  by th e  c o rp o ­
r a t i o n .  For r e a s o n a b le  c a u se  shown, th e  IRS sh o u ld  have 
a u th o r i ty  to  p e rm it a tim e  e x te n s io n  f o r  th e  c u r a t iv e  a c t io n .
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11 E le c t io n  presum ed v a l i d .  An e l e c t i n g  c o r p o r a t io n  sh o u ld  be
e n t i t l e d  to  r e l y  upon an e l e c t i o n  a f t e r  th e  e l e c t i o n  and 
c o n s e n ts  s ig n e d  by a l l  th e  r e c o rd  s to c k h o ld e r s  have been on 
f i l e  f o r  18 m onths w ith  th e  I n t e r n a l  Revenue S e r v ic e .
The 18-m onth p e r io d  f o r  IRS s c r u t in y  and rev ie w  o f  th e  
e l e c t i o n  and c o n s e n ts  has been  s e l e c te d  by an a lo g y  to  th e  
same p e r io d  a llo w ed  f o r  IRS a c t io n  in  th e  c a se  o f  a r e q u e s t  
f o r  prom pt a sse ssm e n t o f  income o r  g i f t  ta x  s u b m itte d  by a 
d e c e d e n t’s e s t a t e  o r  l i q u i d a t i n g  c o r p o r a t io n .
In th e  ev en t a r e c o rd  s to c k h o ld e r  h o ld s  th e  s h a re s  as a 
nom inee f o r  an u n r e g i s te r e d  b e n e f i c i a l  ow ner, th e  nom inee 
sh o u ld  be s u b je c t  to  t a x a t io n  upon c o rp o r a te  e a rn in g s  a l l o ­
c a te d  to  him , u n le s s  he can  b e a r  th e  bu rden  o f  p ro o f  t h a t  
th e  s h a r e s  w ere a c t u a l l y  owned by a n o th e r  p a r ty  who had 
r e p o r te d ,  and p a id  th e  ta x  o n , such  e a r n in g s .  A f u r t h e r
c o n d i t io n  sh o u ld  be t h a t  th e  b e n e f i c i a l  owner e x e c u te  a
c u r a t iv e  c o n s e n t ,  and a g re e  to  r e g i s t r a t i o n  on th e  c o rp o r a te  
r e c o rd s  o f  h i s  o w n ersh ip .
12. R e -e le c t io n  w ith o u t d e la y . A c o r p o r a t io n  which has been
u n a b le  to  c u re  a d i s q u a l i f i c a t i o n  w i th in  th e  ex ten d ed  p e r io d  
a llo w ed  sh o u ld  be p e rm it te d  to  r e - e l e c t  u n d e r S u b c h a p te r S, 
e f f e c t i v e  f o r  i t s  n e x t t a x a b le  y e a r ,  w here i t s  c o rp o r a t io n  
income ta x  r e t u r n  has n o t y e t  been  f i l e d ,  p ro v id e d  th e  c o r ­
p o r a t io n  i s  n o t d i s q u a l i f i e d  on any day o f  th e  y e a r  to  be 
c o v ered  by th e  r e t u r n .  T h is  would p e rm it a c o r p o r a t io n ,
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a f t e r  l a t e r  c u r in g  th e  d i s q u a l i f i c a t i o n ,  to  r e - e l e c t  u n d e r 
S u b c h a p te r  S w ith o u t w a i t in g  f o r  th e  e n t i r e  f iv e - y e a r  
i n t e r v a l  r e q u i r e d  u n d e r § 1 3 7 2 (f) . The same p e rm is s io n  
sh o u ld  be e x te n d ed  to  a c o r p o r a t io n  w hich has f i l e d  an 
i n v a l id  e l e c t i o n  o r  c o n s e n ts ,  as d e te rm in e d  by th e  IRS 
w i th in  th e  18-m onth e l e c t i o n  rev ie w  p e r io d .  However, in  
view  o f  th e  m a n ip u la tio n  o p p o r tu n ity  f o r  a sm a ll c o rp o r a ­
t i o n ,  th e  f i v e - y e a r  w a i t in g  p e r io d  sh o u ld  c o n tin u e  f o r  a 
c o r p o r a t io n  w hich has (by m a jo r i ty  s to c k h o ld e r  a p p ro v a l)
r e v o k e d  i t s  e l e c t i o n .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  E a rn in g s
D isc u ss io n
1 . C u rren t cash  d iv id e n d s . Money d i s t r i b u t i o n s ,  n o t d e s ig n a te d  
as undrawn d iv id e n d  accoun t ( ”UDA” ) rep ay m en ts , sh o u ld  be 
r a t a b l e  in  o rd e r  to  s a t i s f y  lo c a l  c o rp o ra t io n  law , and be 
ta x e d  c u r r e n t ly  to  th e  d i s t r i b u t e e  s h a re h o ld e rs  in  th e  y e a r  
o f  r e c e i p t .  These d iv id e n d s  sh o u ld  be i n e l i g i b l e  f o r  th e  
d iv id e n d s  re c e iv e d  e x c lu s io n  by an in d iv id u a l  s h a r e h o ld e r ,
and f o r  th e  d iv id e n d s  re c e iv e d  d e d u c tio n  by a c o rp o r a te  s h a r e ­
h o ld e r ,  in  o rd e r  to  a s s u re  f u l l ,  s i n g l e  l e v e l  t a x a t io n  o f  th e  
c o rp o r a te  e a rn in g s .  See No. 9 below f o r  c u r r e n t  d iv id e n d s  in  
e x ce ss  o f c u r r e n t  y e a r  ta x a b le  income
The e f f e c t ,  as u n d e r p r e s e n t  law , i s  to  advance th e  Subchap­
t e r  S r e p o r t in g  by th e  s h a re h o ld e r s  w here th e  c o rp o r a t io n  
r e p o r t s  on a ta x a b le  y e a r  d i f f e r e n t  th a n  th e  s h a r e h o ld e r ,  and 
th e  d iv id e n d  i s  p a id  b e fo re  th e  end o f  th e  s h a r e h o ld e r ’s  
y e a r ,  e . g . ,  a December 1 d i s t r i b u t i o n  to  a c a le n d a r  y e a r  
s h a re h o ld e r  by a c o rp o r a t io n  r e p o r t in g  on a Jan u ary  31 f i s c a l  
y e a r .  Such p re v io u s  y e a r  r e p o r t in g  i s  n o t r e q u i r e d  f o r  
d i s t r i b u t i o n s  by a p a r tn e r s h ip  to  a p a r tn e r ,  o r  a f id u c ia r y  
to  a b e n e f i c i a r y ,  b u t i s  c o n s id e re d  w a rra n te d  in  view  o f  th e  
recom m endation in  th e  P ro p o sa l t h a t  y e a r -e n d  c o n fo rm ity  be 
r e q u i r e d  on ly  in  th e  c a se  o f  an e l e c t i n g  company which would 
be a p e rs o n a l  h o ld in g  company u n d e r p r e s e n t  law .
2. C u rren t p ro p e r ty  d iv id e n d s . C u rre n t p ro p e r ty  d iv id e n d s  sh o u ld  
be m easu red , b o th  a t  c o r p o r a te  and s h a re h o ld e r  l e v e l ,  by th e
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a d ju s te d  b a s i s  to  th e  c o rp o r a t io n  o f  th e  p ro p e r ty  d i s t r i b u t e d  
I f  e x c e ss  d eb t p ro p e r ty  i s  d i s t r i b u t e d ,  th e  e x i s t i n g  p r o v i ­
s io n s  o f Code §311(c )  w i l l  a p p ly , and in  such  ev en t th e  
r e c i p i e n t  s to c k h o ld e r  w i l l  ta k e  th e  r e l a t e d  deb t as h is  b a s is  
fo r  th e  p ro p e r ty  r e c e iv e d .  As n o te d  below , t h i s  r u l e  does 
n o t app ly  w here th e  p ro p e r ty  d i s t r i b u t i o n  i s  d e s ig n a te d  as a 
UDA repaym en t. F u rth e rm o re , in  o rd e r  to  p re v e n t p o s s ib le  
a b u se s , t h i s  d i s t r i b u t o r  b a s i s  r u l e  sh o u ld  n o t app ly  w here 
th e  c o r p o r a t io n ,  i f  i t  had s o ld  th e  d i s t r i b u t e d  p r o p e r ty ,  
would have been s u b je c t  to  c a p i t a l  g a in  ta x  r e p o r t in g  u n d e r 
§1378.
3. "One s h o t"  c u r r e n t  p ro p e r ty  d iv id e n d s . A p ro p e r ty  d i s t r i b u ­
t io n  by a c o rp o r a t io n  which has n o t been an e l e c t i n g  c o rp o ra ­
t io n  f o r  th e  s h o r t e r  o f  i t s  th r e e  p re c e d in g  ta x a b le  y e a rs  o r  
th e  p e r io d  o f i t s  e x is te n c e ,  s h o u ld  be t r e a t e d  as a c o n s t r u c ­
t i v e  s a l e  o f  th e  p ro p e r ty  by th e  c o r p o r a t io n .  The r e s u l t i n g  
p r o f i t  sh o u ld  be ta x e d  to  th e  c o rp o r a t io n  u n d e r §1378. The 
b a s is  o f  th e  p ro p e r ty  to  th e  d i s t r i b u t e e  s h a r e h o ld e r ,  w he ther 
in d iv id u a l  o r  c o r p o r a te ,  sh o u ld  be th e  f a i r  m arket v a lu e  a t
th e  d a te  o f  d i s t r i b u t i o n  u se d  to  d e te rm in e  th e  c o n s t r u c t iv e
s a l e  p ro c e e d s .
"C le a ra n c e "  o f  th e  c o r p o r a t io n ’s  ta x a b le  income each  y e a r  by
a c tu a l  d iv id e n d s  and undrawn d iv id e n d  a c c o u n ts  f a c i l i t a t e s
th e  j u r i s d i c t i o n  recommended in  t h i s  R eport f o r  d e te rm in a tio n  
a t  c o rp o r a te  l e v e l  o f  S u b c h a p te r S r e tu r n  ex am in a tio n  a d ju s t ­
m ents p ro p o sed  by th e  IRS. The d i s t r i b u t i o n  o f  p r o p e r ty ,  
which i f  s o ld  would be s u b je c t  to  §1378, sh o u ld  be t r e a t e d  as
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a c o n s t r u c t iv e  s a l e  o f  th e  p ro p e r ty  to  th e  d i s t r i b u t e e
s h a r e h o ld e r s .
4 . Undrawn e a r n in g s .  In o rd e r  to  p re v e n t m a n ip u la tio n  o f  s h a r e ­
h o ld e r  r e p o r t i n g  f o r  undrawn e a r n in g s ,  e . g . ,  th ro u g h  y e a r -e n d  
s to c k  g i f t s ,  th e  u n d i s t r ib u t e d  ta x a b le  income o f  th e  c o rp o r a ­
t i o n  sh o u ld  be a l l o c a t e d  to ,  and r e p o r te d  by, a l l  s h a re h o ld e r s  
who owned s to c k  in  th e  e l e c t i n g  c o r p o r a t io n  d u r in g  th e  t a x a b le  
y e a r ,  u s in g  th e  same d a y s /s h a re s  f r a c t i o n  which would be u sed  
to  a p p o r t io n  th e  ta x  lo s s  f o r  th e  y e a r .  C u rre n t c a sh  d i v i ­
dends w ould, o r  c o u rs e , c o n tin u e  to  be ta x a b le  to  th e  r e c i p ­
i e n t  s h a r e h o ld e r s .  The undraw n e a rn in g s  a l l o c a t e d  to  each
s h a r e h o ld e r  sh o u ld  be c r e d i t e d  to  h is  Undrawn D iv idend
Account ( ”UDA” ).
E s ta b lish m e n t o f  a s e p a r a te  UDA f o r  each  s h a r e h o ld e r  f a c i l i ­
t a t e s  o w n ersh ip  o f  s to c k  by numerous s h a r e h o ld e r s  and by r e p ­
r e s e n t a t i v e  r e c o rd  s to c k h o ld e r s ,  such  as p a r tn e r s h ip s ,  t r u s t s ,  
and o th e r  c o r p o r a t io n s .  F u rth e rm o re , th e  s e p a r a te  UDA’s 
f a c i l i t a t e  a t r a n s f e r  o f  th e  ”PTI p r i v i l e g e ” by a s to c k h o ld e r ,  
and p e rm it a m eshing  w ith  a l l o c a t io n s  o f  l o s s e s  to  a p a r t i c ­
u l a r  s h a r e h o ld e r  in  o th e r  ta x a b le  y e a r s .
E s ta b lish m e n t o f  th e  s e p a r a te  UDA a v o id s  th e  need f o r  a d d i t io n  
by th e  s to c k h o ld e r  to  h i s  s to c k  b a s i s  f o r  UTI; i . e . ,  th e  
s to c k h o ld e r ’s b a s i s  w i l l  rem ain  c o n s ta n t  f o r  a p r o f i t a b l e  
S u b c h a p te r  S company, and c o rp o r a te  r e c o rd s  w i l l  p ro v id e  th e
b a s i s  in fo rm a tio n  f o r  th e  s to c k h o ld e r ’ s UDA. Use o f  th e  UDA
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p e rm its  i d e n t i f i c a t i o n  o f  UTI a f t e r  r e v o c a t io n  o r  te r m in a t io n  
o f  an e l e c t i o n ,  and p e rm its  e v e n tu a l  d i s t r i b u t i o n ,  many y e a rs  
in  th e  f u tu r e ,  to  th e  p re v io u s ly  tax e d  s h a r e h o ld e r ,  th e  UDA 
h o ld e r  (o r  h is  t r a n s f e r e e ) .
5. Undrawn d iv id e n d  a c c o u n t . The UTI a l lo c a te d  to  each s h a r e ­
h o ld e r  a t  y e a r  end sh o u ld  c o n s t i t u t e  a UDA owned by th a t  
s h a r e h o ld e r .  Subsequent paym ents (rep ay m en ts) by th e  c o rp o ­
r a t i o n  to  r e t i r e  th e  UDA, w he ther made o f  money o r  p r o p e r ty ,  
w h e th e r  made b e fo re  o r  a f t e r  a t e r m in a t io n  o f  th e  Subchap­
t e r  S e l e c t i o n  o r  a f t e r  a b rea k  in  th e  S u b ch ap te r S e l e c t i o n ,  
o r  a f t e r  d e a th  o f an in d iv id u a l  s h a r e h o ld e r ,  sh o u ld  be non- 
t a x a b le .  In o th e r  w ords, e v e n tu a l  payment by th e  c o rp o r a t io n  
o f th e  UDA sh o u ld  alw ays be a n o n ta x a b le  e v e n t, th e re b y  a s s u r ­
ing  on ly  one ta x  on th e  c o rp o r a te  ta x a b le  income f o r  a Sub­
c h a p te r  S e l e c t i o n  y e a r .
T h is  t r e a tm e n t  re sem b le s  th e  d i s t r i b u t i o n  r u l e s  u n d e r §1382 
f o r  a c o o p e r a t iv e ,  w here no c o rp o r a te  ta x  i s  l e v ie d ,  t o  th e  
e x te n t  th e  c o rp o r a te  income has been a l lo c a te d  to  th e  c o o p e r­
a t i v e ’s s h a r e h o ld e r s  (p a tro n s )  as c u r r e n t  (p a tro n a g e )  d i v i ­
dends o r  undrawn d iv id e n d  a c c o u n ts  ( p e r - u n i t  r e t a in e d  a l l o c a ­
t i o n s ) .  However, th e  a l l o c a t io n  to  th e  UDA would be e f f e c t i v e  
im m ed ia te ly  on th e  c o r p o r a t io n ’s  y e a r  end , and n o t w ith in  th e  
8 -1 /2  m onths t h e r e a f t e r ,  as in  th e  c a se  o f  a c o o p e ra t iv e .
Use o f  th e  UDA p e rm its  a co m p le te  d is m a n tl in g  o f  th e  r e l a t i o n -  
back d iv id e n d  r u l e s ;  i . e . ,  e i t h e r  th e  ta x a b le  income f o r  th e  
e l e c t i o n  y e a r  i s  a c tu a l ly  d i s t r i b u t e d  c u r r e n t ly ,  o r  i t  i s  
c o n s t r u c t iv e ly  d i s t r i b u t e d  a t  y e a r  end, w ith  an a l l o c a t io n  to
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each  s h a r e h o ld e r ’s  UDA. S in c e  su b se q u e n t r e t i r e m e n t  o f  th e
UDA can  n e v e r  be a t a x a b le  e v e n t ,  t h e r e  i s  no need  f o r  tim e  
l i m i t a t i o n s  on when such  repaym ent sh o u ld  o c c u r .
6. Debt s t a t u s  o f  UDA. The UDA sh o u ld  be in  th e  n a tu r e  o f  d eb t 
f o r  lo c a l  law  p u rp o se s  so  as to  s im p l i f y  and make c e r t a i n  th e  
f r e q u e n t ly  a t te m p te d , b u t som etim es u n s u c c e s s f u l ,  p ro c e d u re  
o f  c a sh  d iv id e n d s  c o u p le d  w ith  a s h a r e h o ld e r  lo a n -b a c k  to  
a v o id  a PTI " lo c k - in " .  T hese lo a n -b a c k s  by th e  s h a r e h o ld e r s  
m ust be s u b s t a n t i a l .  One r e p o r t  s u g g e s ts  t h e i r  t o t a l  ex ceed s 
$ 1 ,0 0 0 ,0 0 0 ,0 0 0 . T rea tm en t o f  th e  UDA as t r a n s f e r a b l e  d eb t 
conform s a c tu a l  ta x  r e p o r t i n g  p r a c t i c e  to  th e  b u s in e ssm a n ’s  
u n d e rs ta n d in g  o f  th e  law .
T rea tm en t o f  th e  UDA as d eb t f o r  l o c a l  law  makes th e  UDA
t r a n s f e r a b l e  by a s h a r e h o ld e r ,  s e p a r a te  from  h i s  s to c k  ow ner­
s h ip .  F u rth e rm o re , th e  s e p a r a t e ,  a s s ig n a b le  UDA p e rm its  
e l e c t i v e ,  o r  n o n r a ta b le ,  repaym en ts  o f  th e  d eb t by th e  c o rp o ­
r a t i o n  (w h e th e r th e  c o r p o r a t io n  i s  s t i l l  an e l e c t i n g  c o rp o r a -  
t  io n  o r  n o t ) .
I t  i s  r e c o g n iz e d  t h a t  d e b t s t a t u s  o f  th e  UDA may r e s u l t  in  
d iv id e n d  t r e a tm e n t  f o r  s t a t e  incom e ta x  p u rp o se s  in  s t a t e s  
t h a t  do n o t r e c o g n iz e  S u b c h a p te r  S. However, i t  i s  hoped 
t h a t  th e  b ro a d e r  a d o p tio n  o f  S u b c h a p te r  S r e p o r t i n g ,  w hich 
sh o u ld  fo l lo w  e n ac tm en t o f  th e  P ro p o s a l ,  w i l l  en co u rag e  
th e s e  p a r t i c u l a r  s t a t e s  to  re c o g n iz e  S u b c h a p te r  S r e p o r t i n g  
f o r  t h e i r  own incom e ta x  p u rp o s e s ,  i . e . ,  e l im in a te  c o r p o r a te
l e v e l  t a x a t i o n .
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7 . UDA exem ption  from §482. The c o r p o r a t io n  and UDA h o ld e r s  can
a g re e  to  i n t e r e s t  on u n re p a id  UDA b a la n c e s . Such an agreem ent 
m igh t be a p p r o p r ia te  w here s e l e c t i v e  repaym en ts o f  UDA’s  have 
been  made, o r  w here t h e r e  has been  a t r a n s f e r  by a UDA h o ld e r .  
However, in  o r d e r  to  av o id  c o m p le x i t ie s ,  i n t e r e s t  income and 
expense  sh o u ld  n o t be im puted u n d e r Code §482 w here th e  c o r ­
p o r a t io n  and s h a r e h o ld e r s  p r e f e r  n o t to  p ro v id e  i n t e r e s t  on
UDA b a la n c e s .
8 . UDA repaym en ts w ith  p r o p e r ty . T r a n s f e r  o f  a p p re c ia te d  p ro p ­
e r ty  by a c o r p o r a t io n ,  i r r e s p e c t i v e  o f  i t s  d i s t r i b u t i o n  y e a r  
S u b c h a p te r  S s t a t u s ,  in  repaym en t o f  a UDA, sh o u ld  be t r e a t e d  
as a c o n s t r u c t iv e  s a l e  o f  th e  p ro p e r ty  to  th e  UDA h o ld e r .
The r e s u l t i n g  p r o f i t  sh o u ld  be re c o g n iz e d , and ta x e d  to  th e  
c o r p o r a t io n  in  a m anner s i m i l a r  to  §1378, bu t w ith o u t r e g a rd  
to  th e  d o l l a r  amount o f  p ro p e r ty  v a lu e  in v o lv e d . The b a s i s
to  th e  UDA h o ld e r  d i s t r i b u t e e  th e n  w i l l  be th e  d i s t r i b u t i o n
d a te  v a lu e .
I t  i s  re c o g n iz e d  t h a t  a c o rp o r a te  d e c is io n  to  r e t i r e ,  in  f u l l  
o r  p a r t ,  a UDA by t r a n s f e r  o f  a p p re c ia te d  p ro p e r ty  w i l l  c r e a t e  
a ta x  l i a b i l i t y ,  w hich b u rd en s  th e  c o r p o r a t io n ’s  s h a r e h o ld e r s  
in  th e  y e a r  o f  d i s t r i b u t i o n .  However, o th e r  s h a r e h o ld e r s  
p r e ju d ic e d  by t h i s  d e c is io n  p resum ab ly  have re c o u r s e  in  th e  
l o c a l  c o u r t s  i f  t h i s  d e c is io n  i s  o p p r e s s iv e ,  o r  w here th e  
p ro p e r ty  v a lu e  ex ceed s  th e  UDA s e t t l e d .  A ll th e  s h a r e h o ld e r s  do 
b e n e f i t  from  d e d u c tio n  o f  th e  c o rp o r a te  ta x  in  d e te rm in in g  
th e  c u r r e n t  y e a r ’s  t a x a b le  incom e.
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In o rd e r  to  p re v e n t ta x  a v o id a n c e , no lo s s  sh o u ld  be d e d u c t­
i b l e  by th e  c o r p o r a t io n  on t r a n s f e r  o f p ro p e r ty  whose v a lu e  
i s  low er th a n  th e  c o r p o r a t io n ’s b a s i s ,  and th e  d i s t r i b u t e e  
UDA h o ld e r  sh o u ld  be r e q u i r e d  to  u se  th e  d e p re c ia te d  v a lu e  as 
o f  th e  d a te  o f  r e c e i p t  f o r  h is  b a s i s .  No d i s t i n c t i o n  sh o u ld  
be made betw een a c o rp o r a te  o r  in d iv id u a l  UDA h o ld e r  f o r  t h i s  
p u rp o se . P r o v is io n  m ight be made f o r  a n o t i f i c a t i o n  by th e  
c o r p o r a t io n ,  to  a UDA h o ld e r  r e c e iv in g  d e p re c ia te d  p r o p e r ty ,  
o f  th e  n o n rec o g n ize d  (n o n d e d u c tib le )  l o s s  o f  th e  c o r p o r a t io n ,
so  t h a t  th e  d i s t r i b u t e e  UDA h o ld e r  can u t i l i z e  th e  lo s s  as an
a d ju s tm e n t a g a in s t  a r e s a l e  p r o f i t  in  th e  m anner o f  §267(d ) .
9 . E xcess d iv id e n d s . Money d i s t r i b u t i o n s  w hich exceed  th e  c u r ­
r e n t  y e a r ’s t a x a b le  incom e, which a re  no t d e s ig n a te d  as UDA 
rep a y m en ts , and which a re  n o t d e s ig n a te d  as p a id  from th e  
r e t a in e d  n o n ta x a b le  e a rn in g s  acco u n t d e s c r ib e d  in  No. 10, 
sh o u ld  be r e p o r te d  as o rd in a ry  d iv id e n d s , e l i g i b l e  f o r  th e
d iv id e n d s  r e c e iv e d  e x c lu s io n  and d iv id e n d s  re c e iv e d  d e d u c tio n
to  th e  e x te n t  th ey  a re  so u rc e d  to  e a rn in g s  and p r o f i t s  a c c u ­
m u la ted  in  p r e - e l e c t i o n  y e a r s .  I f  th e  d i s t r i b u t i o n s  exceed  
such  a c c u m u la tio n , th e y  sh o u ld  be r e p o r t a b le  as r e tu r n  o f  
c a p i t a l  d iv id e n d s ,  v i z . ,  ta x -e x e m p t, w ith  lo n g - te rm  c a p i t a l  
g a in  r e p o r t i n g  (u n le s s  §341 a p p l i e s )  fo r  d i s t r i b u t i o n s  in  
e x c e ss  o f  th e  s to c k h o ld e r ’s b a s i s  f o r  h i s  s to c k .
A p ro p e r ty  d i s t r i b u t i o n  whose v a lu e  ex ceed s u n d i s t r ib u t e d  
c u r r e n t  y e a r  t a x a b le  incom e, and i s  n o t d e s ig n a te d  as a UDA 
repaym ent o r  d e s ig n a te d  as a d i s t r i b u t i o n  o f  r e t a in e d  n o n ta x -  
a b le  e a r n in g s ,  i . e . ,  i s  so u rc e d  upon p r e - e l e c t i o n  accum ulated  
e a rn in g s  and p r o f i t s ,  sh o u ld  be r e p o r t a b le  as u n d e r p r e s e n t  
law . S p e c i f i c a l l y ,  th e s e  e a rn in g s  and p r o f i t s  sh o u ld  be r e ­
duced by th e  b a s is  to  th e  c o r p o r a t io n  o f  such  e x c e ss  p ro p e r ty
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d iv id e n d , and be r e p o r t a b le  by in d iv id u a l  s h a r e h o ld e r s  a t  
d i s t r i b u t i o n  d a te  v a lu e , and by c o r p o r a t io n  s h a r e h o ld e r s  a t  
th e  d i s t r i b u t o r  c o r p o r a t io n ’s  b a s i s .  I f  such  d iv id e n d s  
exceed  th e  p r e - e l e c t i o n  e a rn in g s  and p r o f i t s ,  u s in g  th e  p ro p ­
e r ty  b a s i s  r u l e s  s t a t e d ,  r e t u r n  o f  c a p i t a l  d iv id e n d  r e p o r t i n g  
sh o u ld  a p p ly .
10. E a rn in g s  and p r o f i t s  d u r in g  e l e c t i o n . In  o rd e r  to  a c h ie v e  
th e  c o m p a ra b i l i ty  o f  S u b c h a p te r  S r e p o r t in g  w ith  p a r tn e r s h ip  
r e p o r t i n g  f o r  c u r r e n t  y e a r  e a rn in g s  and p r o f i t s  in  e x c e ss  o f  
c u r r e n t  y e a r  ta x a b le  incom e, su ch  e x c e ss  c u r r e n t  e a rn in g s  
sh o u ld  be accu m u la ted  in  a r e t a in e d  n o n ta x a b le  e a rn in g s  
acco u n t ( s e g re g a te d  s u r p l u s ) ,  from  w hich th e  c o r p o r a t io n  can 
d e s ig n a te  r e t u r n  o f  c a p i t a l  d iv id e n d s  to  i t s  s h a r e h o ld e r s  
e i t h e r  c u r r e n t ly  o r  in  f u tu r e  y e a r s ,  i r r e s p e c t i v e  o f  th e  Sub­
c h a p te r  S s t a t u s  o f  th e  c o r p o r a t io n  in  l a t e r  y e a r s .
The prob lem  o f  e x c e ss  c u r r e n t  y e a r  e a rn in g s  o v e r t a x a b le  
income has been  p a r t l y  s o lv e d  w here such  e x c e ss  r e f l e c t s  
a c c e l e r a te d  d e p r e c ia t io n  g r e a t e r  th a n  s t r a i g h t  l i n e  d e p r e c ia ­
t i o n .  An o v e r a l l  s o l u t io n  i s  needed  in  t h i s  a r e a ,  p a r t i c u ­
l a r l y  f o r  e a rn in g s  and p r o f i t s  r e s u l t i n g  from  key man l i f e  
in s u ra n c e  p o l ic y  m a tu r i ty  g a in s .
C o n s id e ra t io n  was g iv e n  to  th e  a l t e r n a t e  s o l u t io n  o f  i n c r e a s ­
in g  each  s h a r e h o ld e r ’s  b a s i s  a t  y e a r  end f o r  h i s  a l l o c a t io n  
o f  th e  c u r r e n t  e a rn in g s  in  e x c e ss  o f  c u r r e n t  t a x a b le  incom e. 
However, in  view  o f  th e  r e c o rd  k e e p in g  c o m p lic a tio n s  cau sed  
f o r  th e  s h a r e h o ld e r s ,  i t  seem s p r e f e r a b l e  to  fo llo w  th e  s e g ­
r e g a te d  s u r p lu s  s o l u t io n .
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11 Deemed c a p i t a l  g a in s .  L ong-term  c a p i t a l  g a in s  r e p o r t a b le
u n d e r §631 by a c o r p o r a t io n  c u t t i n g  tim b e r  o r  d is p o s in g  o f 
t im b e r , c o a l ,  o r  d om estic  i r o n  o r e ,  sh o u ld  be exem pted from 
th e  ’’one s h o t ” §1378 s a l e  r e p o r t i n g  r u l e s .  T hese c a p i t a l  
g a in s  r e p r e s e n t  r e c u r r in g  o rd in a ry  b u s in e s s  t r a n s a c t i o n s ,  
and im p o s it io n  o f  th e  d o u b le  §1378 c a p i t a l  g a in  ta x  p re v e n ts  
s m a lle r  b u s in e s s e s  in  th e s e  f i e l d s  from e l e c t i n g  u n d e r Sub­
c h a p te r  S.
12. W asted p ro p e r ty  b a s i s .  As e x p la in e d  in  No. 3. above, no
lo s s  i s  a llo w ed  to  an e l e c t i n g  c o rp o r a t io n  w hich d i s t r i b u t e s  
p r o p e r ty ,  o th e rw is e  s u b je c t  to  §1378, on a d a te  when i t s  
v a lu e  i s  low er th a n  th e  d i s t r i b u t o r ’s b a s i s .  S im i la r ly ,  as 
e x p la in e d  in  No. 8 above, no lo s s  i s  d e d u c t ib le  by an 
e l e c t i n g  c o r p o r a t io n  which t r a n s f e r s  s i m i l a r l y  d e p re c ia te d  
p ro p e r ty  in  s a t i s f a c t i o n  o f  a UDA. The e f f e c t  i s  t h a t  th e  
e x c e ss  o f  th e  c o r p o r a t io n ’s b a s i s  in  th e  p ro p e r ty  t r a n s f e r ,  
o v e r i t s  th e n  f a i r  m arke t v a lu e , i s  w a s ted . P ro v is io n  
sh o u ld  be made as in  th e  m anner o f  §267(d) to  p e rm it th e
d i s t r i b u t e e  s h a r e h o ld e r s  o r  UDA h o ld e r s  to  u t i l i z e  th e  
w asted  b a s i s ,  from th e  d is a llo w e d  l o s s ,  to  re d u c e  any g a in  
r e a l i z e d  upon t h e i r  su b se q u e n t d i s p o s i t i o n  o f  th e  p r o p e r ty .
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S h a re h o ld e r  R e p o rtin g  -  C o rp o ra te  L osses
D isc u ss io n
1. Unused lo s s  a c c o u n t . Under p re s e n t  law , a lo s s  a l lo c a te d  to  
a s h a re h o ld e r  f o r  th e  y e a r ,  o r  p a r t  y e a r ,  o f  h i s  ow nersh ip  
i s  w asted  to  th e  e x te n t  such  lo s s  i s  g r e a t e r  th an  th e  a d ju s te d  
b a s is  o f  h is  s to c k  in ,  o r  lo a n s  to ,  th e  c o rp o r a t io n .  A sim ­
i l a r  r e s t r i c t i o n  a p p l ie s  to  a p a r tn e r s h ip  lo s s  a l lo c a te d  to  
a p a r tn e r  in  an amount g r e a t e r  th an  th e  a d ju s te d  b a s i s  o f  
h i s  p a r tn e r s h ip  i n t e r e s t .  However, th e  u n a llo w a b le  p a r t n e r ­
s h ip  lo s s  a l l o c a t io n  can be ded u cted  by th e  p a r tn e r  in  a 
su b seq u e n t y e a r ,  when th e  b a s i s  fo r  h i s  p a r tn e r s h ip  i n t e r e s t  
i s  in c re a s e d  by c a p i t a l  c o n t r ib u t io n s  o r  an a l l o c a t io n  o f  
p a r tn e r s h ip  e a rn in g s .
The lo s s  w astag e  f o r  a S u b ch ap te r S s h a re h o ld e r  i s  a g g ra v a te d  
when th e  s h a re h o ld e r s  have a rra n g e d  to  g u a ra n te e  bank lo a n s  
to  th e  c o r p o r a t io n ,  r a t h e r  th a n  bo rrow ing  th em se lv es  from 
th e  bank and r e - le n d in g  to  th e  c o r p o r a t io n ,  in  o rd e r  to  
a c h ie v e  a ’’c o v e r in g ” ta x  b a s i s  f o r  such  lo a n s  to  th e  c o rp o ­
r a t i o n .  F u rth e rm o re , c o rp o r a t io n s  engaged in  c y c l i c a l  a c t i ­
v i t i e s ,  such  as c a t t l e  fe e d in g , can e x p e r ie n c e  l a r g e  lo s s e s  
ex ce ed in g  th e  s to c k h o ld e r s ’ e q u ity  a n d /in v e s tm e n ts , p ro d u c in g  
w asted  l o s s e s .
An unused  lo s s  acco u n t (ULA) sh o u ld  be e s t a b l i s h e d  f o r  each  
s h a r e h o ld e r ’s  d is a llo w e d  lo s s  in  e x ce ss  o f  h is  s to c k  
a n d /in v e s tm e n ts  in  th e  c o r p o r a t io n .  The ULA would be in  th e  
n a tu re  o f  a su sp e n se  accoun t f o r  d e fe r r e d  d e d u c tio n ,
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re s e m b lin g  th e  a cc o u n t p ro v id e d  in  §463(c )  f o r  th e  i n i t i a l  
p r o v is io n  made by a ta x p a y e r  in c u r r in g  u n v e s te d  v a c a t io n  pay 
ex p en se . Amounts w ould be t r a n s f e r r e d  o u t o f  th e  ULA and 
d e d u c ted  e q u a l to  a f u tu r e  y e a r ’s  s to c k  in v e s tm e n t in  th e  
c o r p o r a t io n  o r  d i r e c t  lo a n  to  th e  c o r p o r a t io n  by th e  s h a r e ­
h o ld e r .  In  a d d i t io n ,  am ounts would be t r a n s f e r r e d  from  th e  
ULA to  a c u r r e n t  d e d u c tio n  by a s h a r e h o ld e r  in  a f u tu r e  y e a r ,  
when th e  in c r e a s e  in  h i s  UDA f o r  t h a t  y e a r  i s  m atched  a g a in s t
h i s  ULA.
An o r d e r in g  r u l e  sh o u ld  be e s t a b l i s h e d  u n d e r w hich th e  s to c k ­
h o ld e r  h o ld in g  a ULA w ould f i r s t  ap p ly  th e  ULA to  c u r r e n t  
c a sh  d iv id e n d s ,  seco n d , a p p ly  th e  re m a in in g  ULA to  a UDA, 
t h i r d ,  a p p ly  th e  s t i l l  re m a in in g  ULA to  h i s  b a s i s  in  (new) 
d i r e c t  lo a n s ,  and f o u r th ,  ap p ly  th e  s t i l l  re m a in in g  ULA b a l ­
ance to  re d u c e  th e  b a s i s  f o r  h i s  a d d i t io n a l  s to c k  in v e s tm e n t.
T h is  o r d e r in g  r u l e  w i l l  in  e f f e c t  p e rm it a r e t u r n  o f  c a p i t a l  
d iv id e n d  r e p o r t i n g  f o r  c a sh  d iv id e n d s  as i f  th e  s h a r e h o ld e r  
had a n e g a t iv e  b a s i s  in  h i s  s to c k .  F u r th e rm o re , a s h a r e ­
h o ld e r  w i l l  n o t be ta x e d  on h i s  undraw n d iv id e n d s ,  to  th e  
e x te n t  th e s e  a re  o f f s e t  by a p p l i c a t io n  o f  a ULA b a la n c e .
O th e r  s to c k h o ld e r s ,  who do n o t have  ULA’s ,  e i t h e r  b e c a u se  o f  
l a r g e r  b a se s  f o r  t h e i r  s to c k  in v e s tm e n ts  o r  b e ca u se  o f  
l a r g e r  d i r e c t  lo a n s ,  o r  b o th , w i l l  be ta x e d  on c u r r e n t  c a sh  
d iv id e n d s  and t h e i r  UDA’s f o r  th e  y e a r .  However, th e  same 
i s  t r u e  o f  p a r t n e r s  who h o ld  d i s p r o p o r t io n a te  b a se s  f o r  t h e i r  
p a r t n e r s h i p  i n t e r e s t s  a f t e r  a p a r tn e r s h ip  l o s s  y e a r .
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The c o r p o r a t io n  w i l l  be u n a b le  to  m a in ta in  th e  same r e c o rd s
f o r  each  s h a r e h o ld e r ’s  ULA w hich i t  can  m a in ta in  f o r  each
s h a r e h o ld e r ’s  UDA; i . e . ,  th e  c o r p o r a t io n  w i l l  have in fo rm a ­
t io n  on undraw n d iv id e n d s ,  b u t may n o t have in fo rm a tio n  on 
d iv e rg e n c e  in  b a se s  f o r  s to c k  and lo a n  in v e s tm e n ts  by a new 
s h a r e h o ld e r  who has a c q u ire d  th e  s to c k  in  d e b t c la im s  from  a 
fo rm er s h a r e h o ld e r  o f  th e  c o r p o r a t io n .  T h is  same d i f f i c u l t y  
i s  p r e s e n t  in  a p a r t n e r s h i p .  C o n s id e ra t io n  m igh t be g iv e n  
to  a sy s tem  r e q u i r i n g  th e  new s to c k h o ld e r  to  a d v is e  th e  c o r ­
p o r a t io n  as t o  h i s  b a s i s  f o r  p u rc h a se d  s to c k  and n o te s  so  
t h a t  th e  c o r p o r a t io n  can  m a in ta in  ULA r e c o r d s .
2 . C a p i ta l  l o s s  p a s s - th r o u g h . Many c o r p o r a t io n s  co n d u c t o p e r ­
a t i n g  b u s in e s s e s  w hich in f r e q u e n t ly  p ro d u ce  c a p i t a l  g a in s ;  
i . e . ,  p r o p e r ty  s a l e s  t y p i c a l l y  a r e  o f  o n ly  in v e n to ry  o r  
§1231 ’’b u s in e s s  u s e ” a s s e t s ,  p ro d u c in g  o r d in a r y  d e a le r  p r o f ­
i t s  o r  o r d in a r y  r e c a p tu r e  incom e. P r o v is io n  sh o u ld  be made 
f o r  a l l o c a t i o n  by th e  c o r p o r a t io n  o f  c a p i t a l  l o s s e s  to  th e  
s h a r e h o ld e r s  in  th e  r a t i o  o f  t h e i r  d a i ly  s to c k  o w n ersh ip  
d u r in g  th e  y e a r .  P re su m ab ly , t h i s  a l l o c a t i o n  sh o u ld  r e l a t e  
o n ly  to  th e  c a p i t a l  l o s s  w hich th e  c o r p o r a t io n  i s  u n a b le  to  
a p p ly  a g a in s t  a c u r r e n t  y e a r  c a p i t a l  g a in .  The a l l o c a t e d  
c a p i t a l  l o s s e s  th e n  would be u t i l i z e d  by th e  s h a r e h o ld e r s  a t
in d iv id u a l  r e t u r n  l e v e l .  T h is  t r e a tm e n t  s h o u ld  make i n v e s t ­
ment in  sm a ll  b u s in e s s  e n t e r p r i s e s  somewhat more a t t r a c t i v e ,  
w ith  th e  i n d e f i n i t e  c a r r y o v e r  p e r io d  and ( l im i te d )  o rd in a r y
d e d u c tio n s  a llo w e d  on in d iv id u a l  r e t u r n s .
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3 . Sequence o f  b a s i s  r e d u c t io n s  ( a p p l i c a t io n  o f  u t i l i z e d  l o s s e s ) . 
An a l l o c a t e d  lo s s  w hich i s  c u r r e n t ly  u t i l i z e d  by th e  s h a r e ­
h o ld e r  s h o u ld  be a p p l ie d  by th e  s h a r e h o ld e r  f i r s t  to  re d u c e  
h i s  UDA b a s i s ;  se c o n d , th e  re m a in in g  u t i l i z e d  lo s s  to  
re d u c e  h i s  b a se s  in  d i r e c t  lo a n s  to  th e  c o r p o r a t io n ;  and 
t h i r d ,  to  a p p ly  h i s  s t i l l  re m a in in g  u t i l i z e d  lo s s  to  th e  
b a s i s  f o r  h i s  s to c k  in v e s tm e n t . T h is  o r d e r in g  a c h ie v e s  th e  
p o l ic y  o f  g iv in g  f i r s t  p r i o r i t y  to  m a tch in g  th e  UDA and ULA 
b o th  f o r  c u r r e n t ly  u t i l i z e d  lo s s e s  and l a t e r  u t i l i z e d  l o s s e s .
4 . Loan d is c o u n t  incom e. A p p l ic a tio n  o f  a c u r r e n t ly  u t i l i z e d  
lo s s  a g a in s t  a UDA i s  n o n ta x a b le  b e c a u se  th e  s h a r e h o ld e r ’s 
ta x  b a s i s  in  th e  UDA m atches d o l l a r  f o r  d o l l a r  a g a in s t  th e  
a l l o c a t e d  c u r r e n t  l o s s .  S im i la r ly ,  a p p l i c a t io n  o f  a ULA 
a g a in s t  a f u t u r e  y e a r  UDA from  f u tu r e  y e a r  e a rn in g s  p ro d u ce s  
a b a s i s  m a tch in g  and o f f s e t s  th e  p r e v io u s ly  u n u sed  lo s s  
a g a in s t  th e  c u r r e n t  incom e.
A c tu a l repaym en t o f  a s h a r e h o ld e r  d i r e c t  lo a n  whose b a s i s  has 
been re d u c e d  by a c u r r e n t ly  u t i l i z e d  lo s s  w i l l  p ro d u ce  d i s ­
c o u n t incom e b e c a u se  th e  p r i n c i p a l  r e c e iv e d  ex ceed s  th e  b a s i s
o f  th e  fa c e  amount f o r  th e  lo a n  r e t i r e d .  T h is  d is c o u n t  income
sh o u ld  be ta x e d  as  o r d in a r y  incom e to  th e  s h a r e h o ld e r ,  w h e th e r 
th e  lo a n  i s  e v id e n c e d  by a p ro m is so ry  n o te  o r  i s  m ere ly  an 
open a c c o u n t, e x c e p t to  th e  e x te n t  t h a t  th e  s h a r e h o ld e r / l e n d e r  
can  e s t a b l i s h  th e  amount o f  th e  b a s i s  r e d u c t io n  a t t r i b u t a b l e
to  a c a p i t a l  l o s s  a l l o c a t i o n .
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156
T h is  t r e a tm e n t  fo llo w s  th e  ’’A rrow sm ith”/ d o c t r i n e ,  u n d e r w hich
th e  c h a r a c t e r  o f  income from  one t r a n s a c t i o n  sh o u ld  be d e t e r ­
mined by r e f e r e n c e  to  th e  c h a r a c t e r  o f  th e  income from  th e  
p re v io u s , r e l a t e d  t r a n s a c t i o n .  S p e c i f i c a l l y ,  to  th e  e x te n t  
th e  lo s s  u t i l i z a t i o n  in  th e  p re v io u s  y e a r  p roduced  an o rd in a ry  
d e d u c tio n  f o r  th e  s h a r e h o ld e r ,  th e  d is c o u n t  income from th e  
l o s s  re c o v e ry  sh o u ld  be r e p o r te d  a s  o r d in a r y  incom e. In l i k e  
f a s h io n ,  a p re v io u s  y e a r  c a p i t a l  l o s s  sh o u ld  be re c o v e re d  as 
a c a p i t a l  g a in . In o th e r  w ords, th e  t e c h n ic a l  r u l e s  o f  §1232 
re g a rd in g  ’’e v id e n c e s  o f in d e b te d n e s s ” sh o u ld  n o t go v ern .
5. B a s is  r e s t o r a t i o n . Under p r e s e n t  law , u n d i s t r ib u t e d  ta x a b le
income i s  n o t ’’m atched  o u t” to  r e s t o r e  th e  r e d u c t io n  in  a
s h a r e h o l d e r / l e n d e r ’s  d i r e c t  lo a n  b a s i s  red u c ed  f o r  a p re v io u s  
lo s s  u t i l i z a t i o n .  The e f f e c t  i s  to  ta x  th e  s h a r e h o ld e r / l e n d e r  
on repaym ent o f  th e  lo a n , even though  a d iv id e n d  to  him and
th e  o th e r  s h a r e h o ld e r s  would have been n o n ta x a b le  to  th e  ex ­
t e n t  o f  th e  PT I. The same r e s u l t  o c c u rs  upon a red e m p tio n  o f  
a s h a r e h o ld e r ’s  s to c k ,  whose b a s i s  was red u c ed  f o r  u t i l i z e d  
l o s s e s ,  w hereas a d iv id e n d  from  th e  s h a r e h o ld e r ’s  PTI would
be n o n ta x a b le .
P r o v is io n  s h o u ld  be made f o r  an o r d e r in g  r u l e  to  ap p ly  th e  
s h a r e h o ld e r ’s UDA f o r  a g iv en  y e a r ,  f i r s t  to  m atch o u t h i s  
ULA, i f  any , seco n d  to  r e s t o r e  th e  re d u c e d  b a se s  f o r  h i s  
d i r e c t  lo a n s ,  and t h i r d  to  r e s t o r e  th e  red u c ed  b a s i s  f o r  h i s  
s to c k .  The re m a in d e r , i f  any , w ould c o n s t i t u t e  h i s  UDA b a l ­
ance as o f  th e  b e g in n in g  o f  th e  n e x t t a x a b le  y e a r .  A gain, 
th e  p o l ic y  i s  fo llo w e d  o f  m a tch in g  th e  ULA and UDA.
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6. UDA c o m b in a tio n . In th e  e v e n t a s to c k h o ld e r  s e l l s  h i s  UDA
a t  th e  same tim e  as h i s  s to c k ,  o r  s e l l s  h i s  s to c k  a f t e r  
h av in g  c o n t r ib u te d  h i s  UDA to  p a id - in  s u r p lu s  o f  th e  
e l e c t i n g  c o r p o r a t io n ,  th e  s a l e  p ro c e e d s  sh o u ld  be a l l o c a t e d
f i r s t  to  th e  fa c e  amount o f  th e  UDA. T h is  a l l o c a t io n
sh o u ld  be made in  o rd e r  to  r e q u i r e  th e  o rd in a ry  d is c o u n t  
income r e p o r t i n g  when th e  b a s i s  o f  th e  UDA o r  fo rm er UDA 
has been red u c ed  f o r  lo s s  u sa g e .
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S h a re h o ld e r  R e p o rtin g  -  D e fe c tiv e  E le c t io n
D isc u s s io n
1. D iv idend  repaym ent a f t e r  d i s q u a l i f i c a t i o n . T h is  R eport p r o ­
p o s e s , u n d e r ’’E le c t io n  and C onsent P ro c e d u re ’’ , t h a t  an 
e l e c t i n g  c o r p o r a t io n  be a f fo rd e d  th e  p r i v i l e g e  o f  c u r in g  a 
d i s q u a l i f i c a t i o n  w i th in  th e  90 -day  p e r io d  fo l lo w in g  a fo rm al 
n o t i f i c a t i o n  by th e  I n t e r n a l  Revenue S e rv ic e .  In m ost c a s e s ,  
t h i s  c u re  w i l l  in v o lv e  th e  r e t i r e m e n t  o f  s to c k  h e ld  by a 
f o r e ig n  p e rso n  o r  an SEC f i l e r .  A s e p a r a te  p r o v is io n  i s  
c o n ta in e d  in  t h i s  r e p o r t  f o r  r e s o l u t i o n  o f  a c o n se n t n o t 
s ig n e d  by th e  b e n e f i c i a l  s to c k  ow ner. In some c a s e s ,  th e  
d i s q u a l i f i c a t i o n  c an n o t b e , o r  i s  n o t ,  c u re d  by c o rp o r a te  
a c t io n ,  o r  th e  c u r a t iv e  c o n se n t can n o t be o b ta in e d .
In such  c a s e s ,  p r o v is io n  sh o u ld  be made u n d e r w hich each 
s h a r e h o ld e r  owning s to c k  d u r in g  th e  d i s q u a l i f i e d  y e a r s  can  
e l e c t  to  re p a y  a c tu a l  d iv id e n d s  r e c e iv e d  from th e  c o rp o r a t io n  
re p a y  UDA a c c o u n ts  p a id  by th e  c o r p o r a t io n ,  and c a n c e l  th e  
u n p a id  UDA’s s t i l l  owed by th e  c o r p o r a t io n .  A s h a re h o ld e r  
who e l e c t s  to  re p a y  and c a n c e l  would be e n t i t l e d  to  d ed u c t 
such  repaym en ts  and c a n c e l l a t io n s  in  th e  c u r r e n t  y e a r ,  o r  to  
recom pute  h i s  ta x  f o r  p re v io u s  y e a r s  in  th e  m anner o f  §1341.
A 60-day  p e r io d  a f t e r  th e  e x p i r a t i o n  o f  th e  90 -day  c o rp o r a te  
and b e n e f i c i a l  owner c u r a t iv e  c o n se n t p e r io d  sh o u ld  be 
a llo w ed  f o r  su ch  repaym en ts and c a n c e l l a t i o n s .  For r e a s o n ­
a b le  c a u se  shown, th e  IRS sh o u ld  be a u th o r iz e d  to  g ra n t  an 
e x te n s io n  o f  th e  60 -day  repaym ent p e r io d  upon a p p l i c a t io n  o f
a s h a r e h o ld e r .
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2 . Im proper c o n s e n tin g  s h a r e h o ld e r . T h is  R eport c o n ta in s  a 
recom m endation f o r  a c u r a t iv e  c o n se n t by a b e n e f i c i a l  s to c k ­
h o ld e r  when th e  i n i t i a l  c o n se n t was e x ec u te d  by a nom inee
re c o rd  s to c k h o ld e r .  I f  th e  d e f e c t iv e  c o n sen t i s  a s c e r ta in e d  
a f t e r  th e  c o r p o r a t io n ’s e l e c t i o n  has become c o n c lu s iv e ly  
v a l id  u n d er th e  18-m onth l i m i t a t i o n  r u l e ,  a ls o  recommended 
in  t h i s  r e p o r t ,  th e  nom inee who e x ec u te d  th e  c o n se n t w i l l  be 
r e s p o n s ib le  f o r  r e p o r t in g  and p ay in g  th e  ta x  on c o rp o ra te  
e a rn in g s  a l l o c a t e d  to  him, u n le s s  th e  p e rso n  e x e c u tin g  th e  
c o n se n t can  show t h a t  th e  b e n e f i c i a l  owner in  f a c t  r e p o r te d  
and p a id  th e  ta x  on th e  e a rn in g s  a l l o c a t e d  to  th e  s to c k
in v o lv e d .
3. C o rp o ra te  ta x  and u n a l lo c a te d  incom e. In  th e  ev en t a d i s ­
q u a l i f i c a t i o n  i s  c u re d  by c o rp o r a te  a c t io n  w ith in  th e  90-day  
p e r io d  a f t e r  n o t i f i c a t i o n ,  i . e . , by p u rc h a se  o f  s to c k  h e ld  by 
a f o r e ig n  p e rso n  o r  by an SEC f i l e r ,  t h e r e  may be
c o rp o r a te  income f o r  th e  p r i o r  y e a rs  w hich has n o t been 
r e p o r te d  by, o r  ta x e d  t o ,  th e  s h a r e h o ld e r s  whose s to c k  was 
r e t i r e d  by th e  c o r p o r a t io n  in  th e  c u r a t iv e  a c t io n .  The c o r ­
p o r a t io n  sh o u ld  be ta x e d  a t  th e  com bined norm al and s u r ta x  
r a t e  o f 48 p e rc e n t  on such  incom e.
4 . C o rp o ra te  l o s s e s  d u r in g  u n c u re d  d i s q u a l i f i c a t i o n . In  th e  
ev en t a d i s q u a l i f i c a t i o n  i s  c u re d  by c o r p o r a te  s to c k  r e t i r e ­
m en ts , o r  by c u r a t i v e  c o n s e n ts  o f  b e n e f i c i a l  s h a r e h o ld e r s ,  no 
a c t io n  i s  r e q u i r e d  by th e  re m a in in g  s h a r e h o ld e r s  f o r  y e a rs  in  
w hich lo s s e s  w ere a l l o c a t e d  to  them . In th e  e v en t th e  c u r ­
a t i v e  a c t io n  i s  n o t a cc o m p lish e d , th e  s h a r e h o ld e r s  who p r e v i ­
o u s ly  r e p o r te d  l o s s  a l l o c a t io n s  m ust amend t h e i r  r e tu r n s  to
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e l im in a te  th e  l o s s e s .  In  a d d i t io n ,  th e  b a s i s  f o r  each  s h a r e ­
h o ld e r ’s ULA, i f  any , w i l l  be e x t in g u is h e d , and amended r e ­
tu r n s  m ust be f i l e d  to  r e p o r t ,  un d er norm al d iv id e n d  r u l e s ,  
d iv id e n d s  w hich had been o f f s e t  by a ULA. The lo s s e s  s u s ­
ta in e d  by th e  c o rp o r a t io n  d u rin g  th e  d i s q u a l i f i e d  y e a rs  th en  
sh o u ld  be a v a i la b l e  f o r  c a rry b a c k  and c a r ry o v e r  to  a l l  c o rp o ­
r a t i o n  y e a r s .
In th e  e v en t o f  c u r a t iv e  a c t io n ,  l o s s e s  c la im ed  by th e  r e t i r e d  
s h a re h o ld e rs  sh o u ld  be d is a llo w e d , and amended r e tu r n s  f i l e d .
The same a c t io n  sh o u ld  be ta k e n  f o r  a nom inee s h a re h o ld e r  who
d u p l ic a te d  th e  lo s s  r e p o r te d  on th e  nom inee’s r e tu r n  th a t  th e
b e n e f i c i a l  s h a re h o ld e r  c la im ed  on h i s  own r e tu r n .
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S h a re h o ld e r  R e p o rtin g  -  O th e r M a tte rs
D isc u ss io n
1. in v es tm en t c r e d i t . The s tu d y  group o r i g i n a l l y  c o n s id e re d  a 
s i m p l i f i c a t i o n  u n d e r w hich a l l  in v e s tm e n t c r e d i t  r e c a p tu r e  
would be a cc o u n te d  f o r  a t  c o rp o r a te  l e v e l  by an e l e c t i n g  c o r ­
p o r a t io n ,  w h e th er th e  in v e s tm e n t c r e d i t  was u t i l i z e d  in  a 
p r e - e l e c t i o n  y e a r ,  o r  by th e  s h a r e h o ld e r s  in  an e l e c t i o n  y e a r  
o r  in  a p r e - in c o r p o r a t io n  y e a r  ( th ro u g h  a p re d e c e s s o r  p a r t ­
n e r s h ip ) .  The §47 ta x  would have been acco u n ted  f o r  in  th e  
same m anner as a §1378 o r  §56 ta x ,  as a r e d u c t io n  in  c u r r e n t  
a l l o c a b le  e a r n in g s .  T h is  app roach  would have e l im in a te d  th e  
need to  m easure  s to c k  o w n ersh ip  w ith  p a r t i c u l a r  c r e d i t s  u t i ­
l i z e d  f o r  i d e n t i f i c a t i o n  o f  r e c a p tu r a b le  c r e d i t s  upon p i e c e ­
meal s to c k  d i s p o s i t i o n s  by th e  s h a r e h o ld e r .  F u rth e rm o re , t h i s  
p ro c e d u re  would have s im p l i f i e d  en fo rcem en t o f  th e  r e c a p tu r e  
p r o v is io n s  by th e  I n te r n a l  Revenue S e rv ic e .
The s tu d y  g roup  c o n c lu d ed  th a t  th e  p r e s e n t  r u l e s  sh o u ld  be 
r e t a in e d  f o r  in v e s tm e n t c r e d i t  r e c a p tu r e ,  w ith  a d d i t io n a l  
in fo rm a tio n  r e tu r n  p ro c e d u re s  to  f a c i l i t a t e  IRS e n fo rc e m e n t.
In  a d d i t io n  to  th e  p r e s e n t  in fo rm a tio n  r e tu r n  r e q u i r e d  upon 
a d i s p o s i t i o n  by th e  c o rp o r a t io n  o f  th e  a s s e t ,  o r  i t s  c e s ­
s a t io n  o f  q u a l i f y in g  u se  in  th e  c o r p o r a t io n ’s h a n d s , 
in fo rm a tio n  r e t u r n s  sh o u ld  a ls o  be r e q u i r e d  f o r  each  d is p o ­
s i t i o n  o f  s to c k  by a s h a r e h o ld e r  re d u c in g  h i s  o w n ersh ip  
below  6 6 -2 /3  p e rc e n t  o f  th e  o w n ersh ip  p r e v a i l i n g  a t  th e  
tim e  th e  s h a r e h o ld e r  u t i l i z e d  each  in v e s tm e n t c r e d i t .
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2. L i t i g a t i o n  a t  S u b ch ap te r S c o rp o r a t io n  l e v e l . Under p re s e n t  
law , an IRS Exam iner can i s s u e  a r e p o r t  o f  ta x a b le  income 
changes to  a p a r tn e r s h ip  o r  an e l e c t i n g  c o r p o r a t io n .  However, 
p r o t e s t s  m ust be f i l e d ,  A p p e lla te  D iv is io n  j u r i s d i c t i o n  
g a in e d , and l i t i g a t i o n  u n d e rta k e n  by an in d iv id u a l  p a r tn e r  o r 
s h a re h o ld e r .  The r e s u l t i n g  p ro c e d u re  o f te n  i s  u n w ie ld y , and 
r e q u i r e s  th e  c o o p e ra t io n  o f  a p a r t i c u l a r  p a r tn e r  o r  s h a r e ­
h o ld e r  who i s  w i l l i n g  to  u n d e r ta k e  th e  c o n s e q u e n tia l  s c r u t in y  
o f  o th e r  incom es and d e d u c tio n s  r e p o r te d  in  h is  r e tu r n  fo r  
th e  y e a r  in v o lv e d .
In o rd e r  to  s im p li f y  a d m in is t r a t iv e  a p p e a ls  and j u d i c i a l  
d e te r m in a t io n s ,  p r o v is io n  sh o u ld  be made f o r  d e te rm in a tio n  o f 
ta x a b le  income a t  c o rp o ra te  l e v e l ,  n o t o n ly  f o r  th e  E xam iner’s 
r e p o r t ,  bu t f o r  l a t e r  a p p e a ls  and l i t i g a t i o n .  P a r t i c u l a r l y  
in  th e  c a se  o f  a S u b ch ap te r S c o r p o r a t io n ,  th e  e l e c t i n g  
o f f i c e r s  sh o u ld  s a t i s f a c t o r i l y  r e p r e s e n t  th e  i n t e r e s t s  o f  th e  
s h a r e h o ld e r s .  P ro v is io n  sh o u ld  a ls o  be made f o r  a d ju s tm e n t 
o f  th e  s h a r e h o ld e r s ’ r e t u r n s ,  u s in g  th e  m a th em a tica l e r r o r  
c o r r e c t io n  p ro c e d u re , a f t e r  th e  t a x a b le  income o f th e  c o rp o ­
r a t i o n  has been  f i n a l l y  d e te rm in e d . S p e c i f i c a l l y ,  c o r r e c t io n  
n o t ic e s  would be is s u e d  by th e  IRS S e rv ic e  C e n te rs  w ith o u t 
any n e c e s s a ry  rev ie w  o f  th e  s h a r e h o ld e r s ’ s e p a r a te  r e t u r n s ,  
o r  in s p e c t io n  o f  th e  books and r e c o rd s  o f  any s h a r e h o ld e r .  
P ro v is io n  sh o u ld  a ls o  be made f o r  a t o l l i n g  o f  th e  s t a t u t e  o f 
l i m i t a t i o n s  as to  each s h a r e h o ld e r  f o r  a d ju s tm e n t o f  ta x a b le  
income o r  lo s s  r e p o r te d ,  u n t i l  th e  t a x a b le  income o r  l o s s  o f  
th e  c o r p o r a t io n  i s  f i n a l l y  d e te rm in e d .
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P r o v is io n  sh o u ld  a l s o  be made f o r  s h a r e h o ld e r s  owning more 
th a n  5 p e rc e n t  o f  th e  c o r p o r a t io n  s to c k  f o r  th e  y e a r  in  d i s ­
p u te  to  f i l e  a p r o t e s t  w ith  th e  IRS A p p e lla te  D iv is io n , o r  
a p e t i t i o n  w ith  th e  Tax C o u rt, to  in te r v e n e  in  e i t h e r  p r o ­
c e e d in g . To im plem ent t h i s  i n te r v e n t io n  r i g h t ,  th e  c o rp o ­
r a t i o n  sh o u ld  be r e q u i r e d  to  n o t i f y  each s h a r e h o ld e r  owning 
5 p e rc e n t  o r  more o f  i t s  s to c k  o f  th e  p e n d in g  IRS c o n t r o ­
v e rsy  and th e  s h a r e h o ld e r ’s  in te r v e n t io n  r i g h t s ,  s i m i l a r  to  
th e  new ERISA n o t i f i c a t i o n  p ro c e d u re .
3. UDA -  n o t income in  r e s p e c t  o f  a d e c e d e n t . Under p r e s e n t  
law , a d e ce ase d  s h a r e h o ld e r ’s  PTI lo s e s  i t s  s t a t u s  and 
i d e n t i f i c a t i o n  upon h i s  d e a th . S ubsequen t d iv id e n d  paym ents 
by th e  c o r p o r a t io n  to  th e  d eceased  s h a r e h o ld e r ’s e s t a t e  o r  
h i s  b e n e f i c i a r i e s  a re  ta x a b le  to  th e  r e c i p i e n t s ,  w ith  no 
§691 d e d u c tio n  o r  o f f s e t t i n g  b a s i s .  P r o v is io n  sh o u ld  be 
made f o r  a f u l l  d a te  o f  d e a th  b a s i s  u n d e r §1014 to  p e rm it 
th e  e s t a t e  o r  b e n e f i c i a r i e s  to  c o l l e c t  paym ent o f  th e  UDA
w ith  no f u r t h e r  ta x .
4 . S t a tu t e  o f  l i m i t a t i o n s . In  view  o f  th e  p ro s p e c t  in  some 
c a s e s  o f  an e l e c t i n g  c o r p o r a t io n  w ith  a l a r g e r  number
o f  s h a r e h o ld e r s ,  and a d m in i s t r a t iv e  a p p ea l and l i t i g a t i o n  o f  
S u b c h a p te r  S income a d ju s tm e n ts  a t  c o r p o r a te  l e v e l ,  th e  IRS 
may e n c o u n te r  a ’’w hipsaw ” s i t u a t i o n ,  w here s h a r e h o ld e r  
in d iv id u a l  r e t u r n  l i m i t a t i o n  p e r io d s  c lo s e  b e fo re  th e  
e l e c t i n g  c o r p o r a t io n ’s  t a x a b le  income has been f i n a l l y  
d e te rm in e d . P r o v is io n  sh o u ld  be made to  e x te n d  th e  l i m i t a ­
t i o n  p e r io d  f o r  a d ju s tm e n t o f  each  s h a r e h o ld e r ’s r e t u r n  to
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r e f l e c t  th e  f i n a l  d e te rm in a tio n  o f  th e  S u b c h a p te r S income 
o r  l o s s .  T h is  e x te n s io n  sh o u ld  be f o r  th e  o n e -y e a r  p e r io d  
fo l lo w in g  th e  e x p i r a t io n  o f  th e  e l e c t i n g  c o r p o r a t io n ’s 
l i m i t a t i o n  p e r io d .  T h is  e x te n s io n  would p e rm it a d ju s tm e n t 
o f  th e  s h a r e h o ld e r ’s r e tu r n  (u n le s s  o th e rw is e  g e n e r a l ly  
e x te n d e d )  o n ly  f o r  th e  change in  th e  S u b c h a p te r S income o r  
l o s s .  The o n e -y e a r  ex ten d ed  p e r io d  i s  ta k e n  by a n a lo g y  to  
th e  e x te n d e d  p e r io d  f o r  a sse ssm e n t o f  ta x  a g a in s t  th e  
t r a n s f e r e e  o f  a ta x p a y e r  u n d e r §6901( c ) .
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CONCLUSION
C ongress began i t s  c o n s id e r a t io n  d u rin g  1954 o f  a system  
to  p e rm it p a r tn e r s h ip - ty p e  t a x a t io n  f o r  b u s in e s s  e n t e r p r i s e s  which 
p r e f e r r e d  th e  c o rp o r a te  form o f  o r g a n iz a t io n .  The S u b ch ap te r S 
p r o v is io n s  w ere e n a c te d  in  1958 to  a c h ie v e  t h i s  o b j e c t iv e .  Num­
e ro u s  amendments have been added to  th e  I n te r n a l  Revenue Code
s in c e  1958, as r e c e n t ly  as th e  1976 Tax Reform A ct, b u t th e  o b je c ­
t i v e  and p u rp o se  o r i g i n a l l y  so u g h t s t i l l  have no t been a c h ie v e d .
The r i g i d  t e c h n ic a l  r e s t r i c t i o n s  f o r  an e l e c t i n g  c o rp o ­
r a t i o n 's  s to c k  o w n ersh ip , r e p o r t a b le  r e c e i p t s ,  and S u b ch ap te r S 
e l e c t i o n  and s h a r e h o ld e r  c o n se n ts  s tre w  numerous p i t f a l l s  in  th e  
p a th  o f  b u sin essm en . F u rth e rm o re , th e s e  r e s t r i c t i o n s  have imposed 
a s e r io u s  burden  upon C o n g re ss io n a l a t t e n t i o n ,  I n te r n a l  Revenue 
S e rv ic e  i n t e r p r e t a t i o n  and en fo rcem en t a c t i v i t i e s ,  and th e  u se  o f  
j u d i c i a l  r e s o u r c e s .
The s u p e r im p o s i t io n  o f  th e  S u b c h a p te r S scheme f o r  
r e p o r t in g  e a r n in g s ,  upon a c o r p o r a t io n  w hich was a r e g u la r  t a x ­
p a y e r b e fo re  th e  e l e c t i o n ,  has c r e a te d  numerous prob lem s f o r  
s h a re h o ld e r  r e p o r t i n g .  In  a d d i t io n ,  th e r e  has been  s u b s t a n t i a l  
w astag e  o f l o s s e s  s u s ta in e d  by e l e c t i n g  c o r p o r a t io n s ,  w hich p ro ­
duced no ta x  b e n e f i t  to  th e  s h a r e h o ld e r s  b ecau se  o f  t h e i r  i n a b i ­
l i t y  to  c la im  d e d u c tio n s  a f t e r  th e  r e s t r i c t e d  l o s s e s  w ere v a l id a te d  
from f u tu r e  c o rp o r a te  e a rn in g s  o r  s h a r e h o ld e r  c o v e r in g  in v e s tm e n ts . 
N o tw ith s ta n d in g  th e  numerous i n v a l i d a t io n  p o s s i b i l i t i e s  o c c a s io n e d  
by th e  r e s t r i c t i v e  S u b c h a p te r  S re q u ire m e n ts ,  th e  I n te r n a l  Revenue
- 9 2 -
Code c o n ta in s  no p ro v is io n s  f o r  c u r a t iv e  m easures by th e  c o rp o ra ­
t io n ,  o r  d iv id e n d  repaym ents by th e  p u rp o r te d  S u b ch ap te r S s h a r e ­
h o ld e r s .
The p r e s e n t  re q u ire m e n ts  f o r  s h a re h o ld e r  u n a n im ity , and 
m e tic u lo u s  o b se rv an c e  o f  i r r e t r i e v a b l e  d e a d lin e s  p ro d u ces i n s t a ­
b i l i t y  f o r  th e  i n i t i a l  S u b ch ap te r S e l e c t i o n ,  and f o r  i t s  c o n t in ­
u a t io n  d u r in g  s to c k  ow nersh ip  c h an g es . T h is  i n s t a b i l i t y  c r e a te s  
d i f f i c u l t i e s  in  o p e r a t io n  and s a l e  o f  th e  b u s in e s s  as w e ll as 
p rom pting  w a s te fu l  c o s ts  fo r  s to c k h o ld e r  ag reem en ts d e s ig n ed  to  
i n s u l a t e  th e  c o r p o r a t io n ,  to  th e  e x te n t  p o s s ib le ,  from such 
i n s t a b i l i t y .
The grow ing needs f o r  c a p i t a l  fo rm a tio n , and e n co u rag e ­
ment o f  sm a ll b u s in e s s ,  bo th  p o in t  to  th e  im p o rtan ce  o f  a r e l i a b l e  
" f a i l  s a f e ” S u b c h a p te r S system  which w i l l  p e rm it p a r tn e r s h ip -  
ty p e  r e p o r t i n g  f o r  b u s in e s s  and in v es tm en t e n t e r p r i s e s  w hich, 
f o r  n o n -ta x  r e a s o n s ,  a re  b e s t  co n d u c ted  in  th e  c o rp o r a te  form .
T h is  R eport p ro p o se s  a th o ro u g h  r e v i s io n  o f th e  S u b ch ap te r S p ro ­
v i s io n s  to  overcom e th e  p rob lem s e n c o u n te re d  from a c tu a l  o p e ra t io n  
o f  th e  S u b c h a p te r S schem e, and p ro v id e  a d e f i n i t i v e  l e g i s l a t i v e  
s o lu t io n  to  m eet th e  o r i g in a l  C o n g re ss io n a l o b je c t iv e  and p u rp o se .
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